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PREFACE 


This book is designed both for the student of investments and 
for the investor himself, to each of whom the fundamental prin- 
ciples underlying the theory and practice of investing are important. 
The investor has a claim against or an interest in the issuer as 
evidenced, respectively, by the ownership of a bond or shares of 
stock. He is interested in the nature and the value of his claim 
or interest. 

This book is divided into two parts, the nature of investments, 
and the analysis of corporate financial statements. The first part of 
the book discusses bonds, stocks, securities markets, and security 
market operations with which the investor should be familiar. Since 
the return on an investment repi’esents the relation between the 
capital invested and the income received, attention is given to 
prices and yields of securities by a discussion of investment mathe- 
matics. Federal legislation of recent years has made especially 
necessary a description of the methods by which new security issues 
are offered to the public. Since the investor is faced with the 
practical problem of formulating and following an investment policy 
and program adapted to his individual needs, investment policies 
are discussed in a separate chapter. The securities available for him 
may be classed as those of public issuers and those of private cor- 
porate issuers. The nature of the public issues is described in chap- 
ters on the obligations of the federal government, state governments, 
and municipal governments. 

The presentation of private corporate securities is somewhat differ- 
ent from the usual practice of discussing railroad, public utility, and 
industrial securities separately. The basic source of information 
available to the investor is the official report of the company. The 
presentation of raihoad, public utility, and industrial securities 
followed in this book -is based on the belief (a) that the financial 
statement of the company presents a picture of the nature of the 
operations of the company and can be made more understandable 
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if interpreted in terms of those operations, (b) that the investor is 
seeking essentially the same kind of information in the analysis of 
a company whether it is a railroad, public utility, or industrial com- 
pany, and (c) that there are probably more elements of similarity 
than of dissimilarity in the methods of applying accepted tests of 
investment quality. 

For these reasons the presentation first seeks to establish an under- 
standing of the basic significance of the financial statements and of 
the operations of the company by a discussion of the income state- 
ment, the balance sheet, the statement of surplus, and the reserves 
w'hich the company has established. On the basis of the financial 
statements, as interpreted, the presentation seeks to determine the 
company’s working capital position, its maintenance and deprecia- 
tion policy, the relation of its fixed capital investment and its 
capital structure, and the earning power as evidenced by an analysis 
of the income statement. 

In order that the reader might find continuity in the analysis, the 
same companies are used in each discussion, with variations illus- 
trated by data from other companies. Such presentation should 
permit him to follow each computation back to its original source 
in the financial statement. The practice sometimes followed of 
illustrating each calculation with a new example hmits the reader 
to the data presented in the illustration and does not afford him an 
opportunity to determine the source of the data. The analyses of a 
bank statement and of a fire insurance company statement are 
treated in separate chapters. 

The frequent changes in security market procedure add to the 
difficulties of keeping a book on the subject up to date in every 
respect. The attention of the reader is directed to two important 
changes recently made by the New York Stock Exchange. Effective 
July 1, 1946, the Exchange revised the schedule of listing fees. The 
new fee is $50 for each 10,000 shares listed up to 2,000,000 shares 
and 125 for each 10,000 shares in excess of 2,000,000 shares. Effec- 
tive August 29, 1946, the Exchange changed the dehvery date for 
all securities, except those of the United States Government, sold 
“regular way.” Under the new plan, securities are deliverable by 
12:30 P.M. instead of by 1:45 p.m., and on the third instead of the 
second full business day followfing the sale. Under the three-day 
delivery plan, stocks sell ex-dividend on the second instead of the 
first full business day preceding the record date. 

The author gratefully acknowledges the many helpful suggestions 
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of his colleagues, Professors Saul B. Ackerman, Jules I. Bogen, 
Albert F. Chapin, Clarence W. Fackler, Major B. Foster, Thatcher 
C. Jones, Guy D. Plunkett, and William S. Schlauch. He is also 
indebted for the comments of his friends in the financial field, 
especially Messrs. Cushman McGee, Edward T. Reilly, and E. Allan 
Reinhardt. 

John H. Peime 
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CHAPTER ONE 

INTRODUCTION 


Investment. Investment is the productive employment of capital. 
The investor relinquishes his capital for employment by the issuer 
of a security in exchange for either a creditor’s claim, as evidenced 
by a bond, or an owner’s interest, as evidenced by a share of stock. 
The investor’s primary purpose in making the commitment is to 
receive a return. The qualification “productive” does not refer to 
the nature of the use made of the capital but rather to the produc- 
tion of a return on the capital to the investor. A loan made to the 
federal government through the purchase of a government bond is 
productive to the bondholder even when the government borrows 
the funds in order to finance a budgetary deficit. So long as a bond 
or a share of stock yields a return to the investor it is “productive.” 
A true investment produces income to the security'^ holder. 

Risk. Every commitment of capital involves risk. One security 
differs from another security not in the absence or presence of risk 
but rather in the degree of risk inemred. Although there is no 
clear line of demarcation between the investor and the specu- 
lator, there are some general differentiating characteristics. The 
investor wishes to reduce the degree of risk to a ndnimum whereas 
the speculator openly accepts a high degree of risk. The investor 
expects to keep his capital invested in the security for a longer 
period than the speculator who plans to dispose of the security 
within a more limited period. The investor is satisfied with the 
receipt of regular income in contrast with the speculator to whom 
profit through appreciation in value is more important. Since the 
return must be consistent with the degree of risk, the investor in 
seeking a low degree of risk must accept a moderate return, whereas 
the speculator expects either a high income or capital appreciation 
as compensation for the high degree of risk which he assumes. 

Capital market. The demand for capital arises from public borrow- 
ers such as federal, state, and municipal governments and from private 
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issuers such as railroad, public utility, industrial, financial, and real 
estate companies. In general, the sources of capital to a corporation 
may he classed as internal or external. The internal source refers to 
accumulated surplus earnings which are available for reinvestment 
by the corporation. A corporation which has built up a surplus 
from the earnings of past years may utilize that surplus to finance 
expansion. The external source refers to the capital market which 
supplies funds through the purchase of new securities. A corpora- 
tion in need of capital may seek to obtain it through the sale of 
securities in the capital market. 

New and refunding capital. The capital sought by a corporation 
may be for new capital or for refunding purposes. New capital 
demand represents the need for additional capital to finance the 
expansion of a company. A company that plans to construct new 
plants, buy new equipment, or finance expanding inventories may 
sell a bond or stock issue and thereby bring new capital into the 
company. The Dajdon Rubber Manufacturing Company, for ex- 
ample, sold 50,000 shares of common stock in order to finance the 
completion of its plant expansion program. American Tobacco 
Company issued $200,000,000 of debentures in order to finance 
rising dollar volume of leaf tobacco. 

The demand for refunding purposes represents the raising of 
capital to retire existing obligations. A company may retire an 
existing 4 per cent bond issue with the proceeds of a new issue of 
3|- per cent bonds or may retire a maturing obligation by the sale 
of a new issue. Armour & Company, for example, redeemed its 
series B and C 4 per cent first mortgage bonds from the proceeds of 
the sale of a series E 3j per cent first mortgage bonds and 2j per 
cent serial promissory notes. Kansas City Southern Railway, antici- 
pating maturing obligations, of which the principal issue was the 
$26,950,000 first mortgage 3’s of April 1, 1950, prepared to meet 
these maturities by the issuance of $40,000,000 of first mortgage 
4’s due in 1975 and $6,000,000 of 2f per cent serial notes. A refund- 
ing operation does not bring new or additional capital into the 
company but simply replaces one issue with another. 

Bonds and stocks. Capital is obtained through the sale of bonds 
or stocks. The sale of stock as a means of raising capital is usually 
popular during periods of busine:^ expansion; bonds are more com- 
monly employed in periods of business stagnation. 

Sources of capital. Basically the true source of capital is the 
savings capacity of the people and is limited only by their ability 



INTRODUCTION 


3 


and willingness to accumulate capital. New capital is created in 
any community that produces more than it consumes. Producers 
of capital are induced to limit consumption in order to pro\ide a 
surplus and are willing to supply capital because of either a time 
preference or a savings incentive. A time preference influences 
those who believe that the surplus wiU be more valuable to them at 
a future time and who are willing, therefore, to postpone immediate 
consumption and to put their capital to productive use in the 
interim. A savings incentive influences those who are attracted by 
the regular receipt of a payment for the use of their capital and who 
are willing, therefore, to put it to productive use in order to obtain 
an income. 

Investment channels. Those savings reach the capital market 
either directly through the purchase of securities or indirectly 
through the deposit of the savings with such financial institutions 
as savings banks, savings and loan associations, and life insurance 
companies. Investors who seek to invest their capit al directly may 
purchase newly issued securities or securities that are outstanding 
in the market. Those securities may be purchased either on a 
national securities exchange or in the over-the-counter market. 
The capital placed with savings institutions and with life insurance 
companies finds its way into the capital market through the purchase 
of securities by those institutional investors. 

Problem of the investor. The investor who seeks productive 
employment for his capital is faced with the problem of selecting 
securities that will provide for him an adequate degree of safety 
of this principal and a stable income. He has his choice of accepting 
the position of a creditor by the purchase of bonds or of an owner 
through the purchase of stock.- As a bondholder he has a claim 
against the issuer, but the nature of his claim will depend upon the 
terms of the investment contract which are stated in the indenture 
under which the bonds have been issued. On the other hand, as a 
stockholder he is an owner and as such has an interest in, rather 
than a claim against, the corporation. His problem, therefore, is 
to determine the degree of safety of principal and of income offered 
by the particular security and to select the security that meets his 
financial needs. 

Review Questions 

1. Define “investment.” 

2. Distinguish between “investment” and “speculation.” 

3. Nanae the sources of demand for capital. 



4 


INVESTMENT ANALYSIS 


4. Distinguish between internal and external sources of capital. 

6. Distinguish between new capital and refunding capital. 

6. Name the types of securities issued by corporations. 

7. Discuss the true source of capital. 

8. Distinguish between the time preference and the savings incentive factors 
in the accumulation of capital. 

9. Discuss two ways in which savings reach the capital market. 

10. Distinguish between newly issued securities and outstanding securities. 

11. Discuss the way in which capital placed with savings institutions and life 
insurance companies reaches the capital market. 

12. Discuss the problem of the investor. 


Assignment 

(a) A company raised $50,000,000 on May 1, 1946, through the issue of a 3 per 
cent debenture bond due May 1, 1975. On the basis of the following data 
indicate whether this represented new or refunding capital. (000) 


Before After 

Funded Debt .... 4i’s, due June 1, 1946 $30,000 3’s of 1975 $50,000 

Plant Account . 10,000 . . . 18,000 

Working Capital ... ... . 35,000 47,000 


(b) In a recent year $2,885,000,000 of new securities were issued and the proceeds 
used for the following purposes. 


Additions to plant and equipment $ 224,000,000 

Retirement of bonds and notes 1,972,000,000 

Additions to working capital 351,000,000 

Retirement of preferred stocks 338,000,000 


Indicate the amounts that represented new capital and refunding capital, 
respectively. 
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BONDS 


Introduction. A bond is an evidence of debt under which the 
issuer agrees to repay the principal at a stated future date and to 
pay interest at a stipulated annual rate during the life of the bond. 
The West Texas Utilities Company first mortgage series A bonds, 
for example, were issued in 1943 and are due August 1, 1973. In- 
terest is payable at the annual rate of 3| per cent. Each bond repre- 
sents part of a large issue that has been divided into small units for 
convenience in distribution. While the usual face amount of a bond 
is $1,000, as in the West Texas Utilities issue, some bonds are also 
issued in smaller denominations. The Mengel Company 3|-per cent 
bonds of 1959 were issued in denominations of $1,000 and $500. 

Interest payments. Interest payments at the fixed annual rate 
stated on the bond are usually made semi-annually. Although the 
interest payment dates may be January 1 and July 1, as in the 
instance of Socony-Vacuum Oil Company debenture 3’s of 1964, the 
following compilation indicates the variation found in other bonds ; 

January 15 and July 15 — Pennsylvania Eailroad equipment 

4’s, series E, 1936-1949 

March 1 and September 1 — California- Arizona Lines first and 

refunding mortgage 4|’s, series A 
and B, 1962 

April 1 and October 1 — Pacific Telephone & Telegraph re- 
funding mortgage “B” 3j’s, 1966 

May 1 and November 1 — Public Service Corporation of New 

Jersey Perpetual Interest Bear- 
ing 6’s 

June 1 and December 1 — Duquesne Light Company first 

mortgage 3|’s, 1965 

5 
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Interest payment is made either upon presentation of the appropri- 
ate coupon (for coupon bonds) or by check sent directly to the 
bondholder by the issuer (for registered bonds) d 

Bondholder’s claim. The basic relationship between the issuer 
and the bondholder is that of debtor and creditor. The bondholder 
is a creditor and has a claim against the issuer. The bondholder is 
confronted with two important problems : (a) the nature of the claim 
and (b) the value of the claim. The nature of the claim cannot be 
judged by the title of .the bond; it can be determined only by refer- 
ence to the bond indenture. The indenture states the terms under 
which the bond was issued. Careful analysis of the indenture reveals 
the nature and character of the claim. It is especially essential for 
the bondholder to determine the nature of his claim in the event of 
default on the part of the issuer. The value of the claim, on the 
other hand, depends not only upon the nature of the claim but also 
•upon the financial condition of the issuer. For this reason it is even 
more important that the bondholder measure the ability of the 
issuer to pay the interest and to repay the principal. 

Classes of bonds. Bonds may be classed as secured or unsecured 
obligations. In a secured bond, the issuer reinforces its promise to 
pay the interest and principal in accordance with the indenture by 
a pledge of specific property as evidenced in a mortgage bond, a 
collateral trust note, or an equipment trust certificate or note. In 
an unsecured or debenture bond, on the other hand, the issuer 
merely promises to pay the interest and principal as stated in the 
indenture. 

Deed of trust. In every corporate bond issue a trustee is appointed 
by the issuer. The relationship between the issuer and the trustee 
is expressed in a deed of trust, which sets forth the duties and 
powers of the trustee and the relation of the trustee to the issuer 
and to the bondholders. The trustee authenticates the individual 
bonds and represents the bondholders in the protection of then- 
rights.^ All mortgages, deeds of trust,' and other indentures under 
which bonds, notes, and other evidences of indebtedness are issued 
are subject to the Trust Indenture Act of 1939, unless specifically 
exempt. Under the Act a trustee must be “a corporation organized 
to do business under the laws of the United States or of any state 
or territory . . . which is authorized under such laws to exercise 

^ See page 15 for disous&ion of coupon and registered bonds. 

2 The authentication merely states that the bond is one of the bonds described in the 
mortgage and deed of trust 
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corporate trust powers, and is subject to supervision or examination 
by federal, state or territorial authority.” 

The Act is administered by the Securities and Exchange Com- 
mission and applies to (a) securities required to be registered under 
the Securities Act of 1933 ® and (b) securities issued in exchange 
for other securities of the same corporation or under a reorganiza- 
tion plan approved by a court, which are not required to be regis- 
tered. 

Mortgage bond. A mortgage bond is secured by a Ken on specific 
property. The Ken granted may be upon all or part of the property 
owned by the issuer. The Ken in pubKc utUity and industrial bonds 
is usually upon aK of the issuer’s property. For example, Alabama 
Power Company first mortgage 3j’s of 1972 are secured by a 
mortgage on the entire physical property of the company. Simi- 
larly, the B. F. Goodrich first mortgage 4j’s of 1956 are a Ken on 
aU the company’s fixed assets. On the other hand, the Ken granted 
under a railroad bond is usuaUj'- upon a specific portion of the prop- 
erty. For example, the Lake Shore & Michigan Southern Railway 
35 ’s of 1997, assumed by the New York Central Railroad, are 
secured by a first lien on 961 nules of road running from Buffalo to 
Chicago. 

After-acquired clause. Some corporate mortgage bond indentures 
contain an “after-acquired” clause which provides that aU property 
“hereinafter acquired” becomes subject to the mortgage. The trust 
indenture securing Union Electric Company of Missouri first mort- 
gage and coUateral trust 3f’s of 1971 provides that the bonds are 
secured by a direct first Ken on aU the company’s properties and 
franchises “now owned or hereafter acquired.” Under this clause, 
new property acquired in the ordinary way becomes subject to the 
mortgage; that is, the mortgage becomes a lien on the new property. 
In the event the company subsequently places another mortgage 
on the newly acquired property, the new mortgage would have a 
Ken subordinate to that of the original mortgage whose Ken, by 
virtue of the after-acquired clause, would have rested on the prop- 
erty as soon as it was acquired.^ 

Senior and junior liens. Mortgage bonds are either senior or 
junior Kens, depending upon the priority of claim. First mortgage 

® See Chapter Seven for discussion of registration of securities. 

^ Many methods have been devised whereby the “after-acquired” clause may be 
circumvented* by the use of a purchase money mortgage, by a subsidiary company to 
acquire new property, by lease of new property instead of direct purchase, or by con- 
solidation of issuer with other companies. 
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bonds are senior liens, since they have first claim upon both earnings 
and assets. Duquesne Light Company first mortgage S^’s of 1965 
were secured by a first mortgage and hen on all fixed property owned 
by the company. Junior hen bonds, on the other hand, have a 
secondary claim upon the corporate property and as such are sub- 
ordinate to the claims of the senior mortgage. The relative position 
of bonds, especially junior bonds, is not always clearly indicated by 
the title. Corporations sometimes employ such ambiguous titles 
as “general,” “unified,” “ consohdated,” “first refunding,” or 
“first leasehold.” The order of priority of a specific bond can be 
determined only by reference to the indenture under which it was 
issued. Kentucky Utilities Company sinking fund mortgage 4|’s of 
1955 are secured by a hen on the company’s property but are sub- 
ordinate to the hen held by the first mortgage 4’s of 1970. Obviously 
a senior bond is considered superior to a junior bond of the same 
company. 

Prior hen bonds are bonds that have a hen prior to other bonds. 
They usuaUy arise out of a corporate financial reorganization. For 
example, Missouri-Kansas-Texas Raihoad has outstanding prior 
hen bonds series A (1962), series B (1962), series D (1978), and 
series E (1975), which have a hen on the property prior to the cumu- 
lative adjustment mortgage 5’s, series A, of 1967. A prior hen bond, 
however, does not necessarily constitute a senior hen. While it may 
be senior to some bonds of the issuer, nevertheless it may be junior 
to other bonds. For example, the Erie Railroad consohdated prior 
hen 4’s of 1957 and 1995 are a senior issue of the company but 
junior to three issues of a predecessor company which were not dis- 
turbed in a reorganization. As a practical matter the Erie prior lien 
bonds are a fourth hen on the main line of the system. 

Amount of issue. The principal amount of bonds which may be 
outstanding under the mortgage is governed by whether the mort- 
gage is (a) closed end, (b) open end, or (c) limited open end. 

Closed end. Under the closed end type the principal amount of 
bonds which may be issued imder the mortgage is specified in the 
indenture, and all the bonds are usuaUy issued at the one time. 
For example, the principal amount of bonds which could be issued 
under Northern Pacific Railway general lien 3’s of 2047 was 
160,000,000. From the standpoint of the bondholder, he knows at 
the time of issuance the maximum principal amount of bonds that 
can be secured by his mortgage. At no future time can the com- 
pany issue additional bonds under the same mortgage and thereby 
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reduce the original bondholder’s proportionate interest. If the issuer 
needs to borrow additional capital prior to the repayment of those 
bonds, it may do so but only under a junior mortgage. 

Open end. For the open end type of mortgage the indenture 
simply authorizes the issuance of bonds without specifying the 
maximum principal amount that may be issued. For example, the 
West Texas Utilities Company first mortgage series A 3|’s of 1973 
were the initial series of bonds issued under and secured by the 
indenture. The indenture does not limit the aggregate principal 
amount of bonds that may be outstanding under the mortgage. 
The various issues of bonds under the mortgage, though some may 
be dated years ahead of others, have no priority one over the other; 
in case of foreclosure, all holders will share pari passu in the proceeds. 
West Texas Utilities Company first mortgage series A 3|’s of 1973 
rank equally and ratably with all bonds regardless of the series 
subsequently issued and outstanding under the indenture. From 
the standpoint of the issuer, it may issue bonds in any amount and 
at any time it sees fit, so long as it can find purchasers for additional 
bonds. In most instances, however, the indenture contains escrow 
provisions which seek to protect the bondholder against an excessive 
issue of bonds. 

Limited open end. The limited open end mortgage is a compromise 
between the closed end and the open end types. It is similar to the 
closed end in that the indenture specifies the definite maximum 
principal amount of bonds which may be issued; it is similar to the 
open end in that the bonds, within the principal amount stated, may 
be issued in different groups from time to time. If a corporation 
whose financial plan calls for the raising of $10,000,000 now and 
$15,000,000 four years later were to issue a first mortgage bond for 
$10,000,000 now, it could offer no better lien than a second mortgage 
when it issued $15,000,000 of bonds four years hence. Under 
the limited open end mortgage authorizing a first mortgage for 
$25,000,000, the corporation may issue $10,000,000 of bonds now 
and four years hence it may issue an additional $15,000,000 of bonds 
under the same mortgage, namely a first mortgage. From the 
standpoint of the bondholder who buys bonds of the original issue, 
-the maximum which may be outstanding under the mortgage is 
$25,000,000. The Cudahy Packing Company first mortgage sinking 
fund 3 per cent, series B, bonds of 1964, for example, were issued 
under a limited open end mortgage. The indenture authorized 
$30,000,000 but the issue of May, 1944, amounted to only 
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$14,000,000. Under the indenture, the company was free to issue 
an additional $16,000,000 principal amount of bonds under the same 
mortgage.® The rule that “priority in time gives priority in equity” 
is void, however, in that all the bonds issued under the mortgage, 
whenever issued, share alike in the proceeds of any foreclosure. 

Collateral trust notes. A collateral trust note is secured by a 
pledge of specific securities, in contrast to the mortgage bond, which 
is secured by a lien on real property. The securities pledged consist 
of stocks, bonds, or stocks and bonds which are owned by the 
corporation issuing the collateral trust note. For example, the 
Alleghany Corporation issued 3| per cent convertible notes which 
were secured by the pledge of 1,100,000 shares of the common stock 
' of the Chesapeake & Ohio Railway, owned by the Alleghany Corporar- 
tion. The $30,000,000 of collateral trust notes issued under the 
indenture were secured by stock having an aggregate value of 
$50,595,000 at the time of issue. 

The collateral pledged is placed with the trustee to whom title is 
transferred. The trustee remits to the corporation the income 
received from the pledged securities and, in the instance of stock, 
the proxies which may be issued on the stock. In the event of 
default, the trustee enforces the claim of the bondholders against 
the pledged securities by directing payment to him of dividends and 
interest paid on the pledged securities and by revoking proxies on 
the stock pledged. Provisions defining the trustee’s power to sell 
the collateral at public or private sale upon default by the corpora- 
tion are included in the trust indenture. 

Changes in collateral. In some instances the trust indenture may 
permit the corporation to withdraw part of the collateral upon 
(a) the substitution of an equivalent amount of cash or other securi- 
ties of equal quality and value or (b) the retirement of part of the 
issue. The right to withdraw collateral, for example, was exercised 
by the Alleghany Corporation when it withdrew $947,150 principal 
amount of Terminal Shares 5j per cent notes with an appraised 
value of $300,000 from the collateral behind the Alleghany 5’s of 
1950. On the other hand, some collateral trust note indentures do 
not provide for the release of deposited collateral with the retire- 
ment of any part of the notes. In such instances the notes become 
increasingly well secured by the value of the collateral as the com- 
pany redeems portions of the issue. i 

® The indeature specified certain Imitations under which the company could issue 
bonds in excess of $30,000,000. 
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The investor, however, must give careful consideration to any 
terms under which substitution niay be made for pledged securities. 
The famous Kreuger & Toll failure revealed the danger of permitting 
a substitution of securities on a par-for-par basis.® The trust inden- 
ture may also provide that, in the event of depreciation in the value 
of the securities pledged, the corporation is required to deposit 
additional money or securities to make good the deficiency. 

Issuers. Collateral trust notes are usually issued by holding com- 
panies, investment trusts, and finance companies, none of which is 
in a position to pledge real property required under a mortgage. 
The nature of the collateral differs somewhat according to the type 
of issuer. Holding companies usually pledge a few securities in 
large blocks, whereas investment trusts generally pledge a wide 
variety of securities in small blocks. Finance companies, on the 
other hand, customarily pledge their notes and accounts receivable. 

Investment position. Collateral trust notes as a class do not have 
a good investment record. The strength of the note Hes not so 
much with the amount of the collateral pledged as with the credit 
standing of the companies whose securities have been pledged as 
collateral. This is especially true where the collateral consists of 
common stocks which, in turn, may be junior securities of a com- 
pany which has an issue of bonds or preferred stocks outstanding. 

Equipment trust obligations. Equipment trust obligations are 
issued to finance the purchase of rolling stock by railroads on the 
installment plan.’’ They are secured by a lien on the equipment 
acquired. For example, one series of Pennsylvania Eaihoad equip- 
ment trust certificates was secured by 59 electric freight locomo- 
tives, 28 electric passenger locomotives, and 14 electric switching 
locomotives. 

Maturity. Equipment trust obligations mature serially. The 
Pennsylvania Railroad equipment 4’s, series F, were dated July 15, 
1935; $485,000 principal matures each January and July 15 from 

6 The Kreuger & Toll world match empire collapsed in 1932 and was followed by the 
bankruptcy of International Match Corporation, the largest subsidiary of the group. 
The bankruptcy of International Match was precipitated by the suicide of Ivar Kreuger 
in Pans on March 12, 1932. The bankrupt’s books listed assets of over $220,000,000, 
most of which proved to be fictitious The most valuable assets of the estate had been 
stolen and squandered by Kreuger. Among the largest of his many defalcations* and 
frauds was the theft of $50,000,000 of German Government bonds and the forgery 
of $102,000,000 of Italian Government bonds which he had used to create a fictitious 
asset for a subsidiary of International Match 

They also circumvent the after-acquired property clause in the railroad’s mortgage 
indentures and give the holders of the equipment trust obligation a prior hen on the 
equipment acquired. 
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January 15, 1939, to January 15, 1954, inclusive. The New York 
Central Railroad issued If per cent equipment trust certificates in 
1945 of which $750,000 matures on each May 1 from 1946 to 1955. 

Lease flan. Equipment trust obligations are issued either under 
the Philadelphia or lease plan, in the form of certificates, or under 
the conditional sale plan, in the form of notes. Under the lease plan 
the equipment is leased to the railroad by the trustee who holds 
title to the equipment. The initial cash payment made to the trustee 
by the railroad is regarded as "advance rental” and, under the 
lease, the railroad pays annual rental to the trustee. This annual 
rental pays interest at a specified rate on the principal outstanding 
and retires a specific portion of the principal. The annual payments 
received by investors on the equipment trust certificates are called 
"dividends.” The equipment securing the Pennsylvania Railroad 
equipment 4’s, series F, referred to above, cost $22,095,362, of which 
$4,150,362 was paid in cash and $17,945,000 was raised through the 
sale of equipment trust certificates. 

Until recently the usual initial payment by the railroad approxi- 
mated 25 per cent of the cost, the total amount borrowed through 
equipment trust certificates was about 75 per cent of the cost, and 
the certificates matured over a period of one to twenty years. 
Recent issues, however, have been featured by a reduction in the 
amount of cash payment and in the maturity period. An analysis 
of 128 issues offered 1939-1941 showed that 104 had one- to ten- 
year maturities and twenty-four ran from one to fifteen years. In 
the ten-year issues, sixty-five had less than 25 per cent down pay- 
ment and thirty-nine had 25 per cent or more. In the twenty-four 
fifteen-year issues, six had equities of 25 per cent or more and 
eighteen had less than 25 per cent. 

The equipment trust certificates under the lease plan are issued 
by the trustee. It is usual to attach a plate to each unit of rolling 
stock securing the issue stating that the owner is the trustee. The 
railroad obligates itself to keep the equipment in repair, to replace 
destroyed units, and to pay any taxes levied on the equipment. 
The railroad usually guarantees the certificates issued by the trustee 
as to principal and interest. The equipment 4’s of 1954 of the 
Pennsylvania Railroad, for example, are guaranteed as to principal 
and interest by the Pennsylvania Railroad. 

Conditional sale plan. Under the conditional sale plan the equip- 
ment is purchased from the trustee under a conditional bill of sale 
whereby title i mme diately reverts to the trustee in the event of 
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default. The railroad finances the purchase of the equipment 
through the issuance of equipment trust notes. The annual pay- 
ment received by holders of the notes is called “interest.” 

Investment ‘position. Equipment trust obligations are usually re- 
garded as excellent investments because of (a) the essential nature 
of the property securing the issue; (b) the mobihty and divisibility, 
which facilitate repossession; and (c) the gradual increase in the 
equity behind the issue, arising from the fact that the debt is retired 
at a more rapid rate than the depreciation of the property. The 
excellent record is evidenced by the very small number of instances 
of default and consequent loss to investors.® Receivers and trustees 
in charge of railroads in insolvency usually continue to pay interest 
charges on equipment trust obligations while permitting interest on 
mortgage bonds of the company to remain in default. 

Debenture bonds. A debenture bond is an unsecured obligation 
which, unlike the bond secured by a mortgage, by collateral or by 
equipment, is protected solely by the credit of the issuer. In the 
event of default, the holder of a corporate debenture may sue the 
issuer only as a general creditor. Inasmuch as debentures are pro- 
tected only by a promise to pay, it follows that they can be sold to 
the public only by issuers who enjoy the highest credit standing. 
Debenture bonds are issued by governmental bodies (federal, state, 
and municipal) and may be issued by corporations. The domestic 
direct obligations of federal, state, and municipal governments are 
always debentures. Typical of corporate issues is P. Lorillard de- 
benture 3’s of 1963, which are a direct obhgation of the company 
but are not secured. 

Priority of claim. Corporate debentures may be senior or junior 
claims. Some debenture bonds, in the absence of prior secured 
obligations, have a senior claim as in the instance of International 
Business Machines Corporation debenture 2j’s of 1951. Since this 
company has no secured bonds outstanding, the debentures are a 
senior issue. A debenture bond, however, is junior to any mortgage 
bond issued prior to or subsequent to it. For example, the 3| per 
cent debentures of 1959 issued by the Mengel Company became a 
senior after the retirement of the first mortgage 4§’s of 1947 . Under 
this debenture indenture, however, any future indebtedness created 
by the company will rank pari passu with the debentures, but if 
the subsequent debt is secured it will constitute a charge on 

8 The Florida East Coast Railway was the only instance in recent years where holders 
of equipment trust obligations were required to assume any substantial loss. 
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the property or assets so pledged prior to the claim of the deben- 
tures. 

Covenant of equal coverage. A corporate debenture bond which 
may be a senior bond at the time of issue may subsequently become 
a junior lien as the result of the issuance of a mortgage bond. In 
order to protect the debenture bondholders against the subsequent 
subordination of their claim, some debenture indentures contain a 
covenant of equal coverage. Under this clause, the issuer agrees 
to secure the debentures ratably with any mortgage bond that may 
be issued in the future. For example, the indenture under which 
Lorillard Company issued the debenture 3’s of 1963 provided that 
the company could not mortgage or pledge any property without 
equally securing those debentures. That clause enables debenture 
bondholders to become secured bondholders concurrently with any 
subsequent secured bondholders. In some states, such as Massa- 
chusetts, the law requires that debentures be secured equally with 
any mortgage subsequently placed upon the properties. When, for 
example,, the Boston & Albany Railroad, with several debenture 
issues outstanding, sold an issue of first mortgage 4|’s, the deben- 
tures immediately became equally secured under that mortgage. 

Secured v. unsecured bonds. The bondholder seeks safety of 
principal and of income which, in the last analysis, depends upon the 
solvency and the financial stability of the issuer. The holder of a 
secured bond must bear in noind that the pledging of property is 
not necessarily assurance that the debt will be paid in full. Fore- 
closure on the property in the event of default may not yield suffi- 
cient proceeds to meet the obligation in full.® In comparing deben- 
tures as a class with secured bonds as a class, it is apparent that the 
true test of any bond should be the ability of the obligor to meet 
its obligations rather than the amount of property securing it. If 
satisfactory evidence of ability to pay is available, a debenture bond 
of one company may be as sound as a first mortgage bond of another 
company. 

Bond features. While basically a bond is either secured or un- 
secured, bond indentures also contain other features which are equally 
important to the bondholder, such as the form of bond, a guarantee 
of the payment of the interest and principal, the maturity date, 
stock options, and provisions for the retirement of the bond. 

Form of bond. 'The initial delivery of bonds of a new issue is 
usually in the form of temporary bonds pending the preparation of 

. ^ The flaortgage bondholder becomes a general creditor for the unpaid balance. 
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the definitive bonds. In the meantime, the temporary bonds are 
evidence of ownership and may be transferred by sale. When the 
definitive bonds are ready, they are exchanged for the temporary 
bonds without charge to the holders of the temporary bonds. 

The definitive bonds may be registered or coupon in form. A 
registered bond is one that is registered in the name of the owner. 
It may be registered as to principal -and interest, which means that 
the ownership of the bond can be transferred only with the endorse- 
ment of the registered owner and that interest will be paid by check 
addressed to the registered owner. On the other hand, it may be 
registered as to “principal only,” so that ownership may be trans- 
ferred only with the endorsement of the registered owner. The 
interest, however, is paid upon presentation of the appropriate 
coupon when due. Bonds are usually registered as to principal as a 
matter of protection and as to interest as a matter of convenience. 
A coupon bond, in contrast to a fully registered bond, is payable to 
the bearer and carries detachable interest coupons. Ownership may 
be transferred by simple dehvery. Interest is collected by presenta- 
tion of the appropriate coupon when due. 

The Mengel Company 3| per cent sinking fund debentures of 
1959 were issued in coupon form in denominations of $1,000 and 
$500 and were registerable as to principal only. Principal is payable 
at the Guaranty Trust Company of New York, while interest is 
payable at the option of the holder at the Guaranty Trust Com- 
pany of New York, at the Mercantile Commerce Bank & Trust 
Company of St. Louis, Missouri, or at the Kentucky Title Trust 
Company of Louisville, Kentucky. The Lorillard debenture 3’s of 
1963, on the other hand, were issued either as coupon bonds register- 
able as to principal or as fuUy registered (principal and interest) 
bonds. The coupon bonds were issued in denominations of $1,000; 
the registered bonds were issued in denominations of $1,000 and 
$5,000.^° Bondholders were given the privilege, however, of later 
exchanging one form for the other in like aggregate principal 
amounts upon payment of a stipulated charge. 

Guaranteed bonds. Guaranteed bonds are those the principal 
and interest or only the interest of which is guaranteed by a com- 
pany other than the issuer. They are found largely in the railroad 
field and arise from the fact that one railroad has leased another 
railroad. For example, the Pennsylvania Railroad Company oper- 
ates only from Philadelphia to Pittsburgh, but the Pennsylva- 

10 The company was authorized to issue the registered bonds in higher denominations. 
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nia Railroad System includes important leased lines such as the 
United New Jersey (New York to Philadelphia); Philadelphia, 
Baltimore & Washington (Philadelphia to Washington) ; Pittsburgh, 
Fort Wayne & Chicago (Pittsburgh to Chicago); and the Pan 
Handle (Pittsburgh to St. Louis). Those roads are leased by the 
Pennsylvania Railroad Company, which guarantees the bonds of 
the leased lines. 

The guarantee usually reads: 

“ The . . . Eailroad Company . . . for value received, hereby unconditionally 
guarantees to the holder hereof ... the due and punctual payment of the prin- 
cipal of and interest on the within bond . . . when due. . . .” 

While many guarantees cover both principal and interest, the 
guarantee sometimes applies to interest only. For example, the 
Delaware & Hudson Raihoad Company guaranteed the interest 
and principal of the Albany & Susquehanna Railroad first con- 
solidated mortgage 3|’s of 1946, but only the interest (and sink- 
ing fund provisions) on the Rensselaer & Saratoga Railroad first 
mortgage 4’s of 1961. 

Significance of guarantee. The guarantee adds little to the bond 
besides the credit of the guarantor. In the event of the inability of 
the obUgor to pay interest or principal when due, the holder must 
look to the guarantor for payment. This implies two additional 
considerations in determming the investment merits of the guaran- 
teed bond: (a) the value of the property of the obligor to the guar- 
antor and (b) the financial strength of the guarantor. The West 
Shore Railroad first 4’s of 2361 are secured by a mortgage on 
456 miles of road extending from Weehawken, New Jersey, to 
Buffalo, New York, and on extensive terminal facilities, ferries, and 
warehouse facilities. They are guaranteed by the New York Central 
Railroad, which leases the West Shore Railroad. The principal 
value of the West Shore Railroad to the New York Central is that 
it provides a line for through north and south freight, thus avoiding 
the congestion and lighterage at New York City. A contrasting 
situation occurred in the instance of the Atlantic & Danville Rail- 
way first mortgage 4’s of 1948 and the second mortgage 4’s of 1948. 
The railway was leased by the Southern Railway, and under the 
lease the interest, but not the principal, on the bonds was paid by 
the Southern Railway. The lease would have expired July 1, 1949, 
but the Southern. Railway had the option of renewal by giving 
notice by July 1, 1944. In April, 1944, when railroad bond prices 
in general were advancing, the prices on the bonds moved down- 
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ward, which reflected a belief that the Southeni_ Railway would not 
elect to renew its lease of the properties. This belief was confirmed 
when it was disclosed on June 29, 1944, that the Southern Railway 
would not exercise the option to renew. It was understood that the 
low traflic density on the railroad materially reduced the value of 
the road to the Southern Railway. The Atlantic & Danville was 
originally intended as an alternative route to Norfolk, Virginia, but 
it did not succeed in attracting a sufficient volume of traffic. 

The investment position of a guaranteed bond depends primarily 
upon the value of the underlying property and secondarily upon 
the credit standing of the guaranteeing company. 

Railroad bridge bonds. Two special types of guaranteed raUroad 
bonds are bridge bonds and terminal bonds. The New York Con- 
necting Railroad Company, which is owned jointly by the Penn- 
sylvania and the New Haven railroads, has outstanding first mort- 
gage, series B, 2^’s of 1975, which are a lien against the Hell Gate 
Bridge in New York City. The Peimsylvania and the New Haven, 
which both use the bridge, guarantee the bonds jointly and severally as 
to principal and interest . The strategic importance to the parent com- 
panies of the property underlying the bonds gives them a high rating. 

Terminal bonds. Terminal bonds are issued by railroad associa- 
tions formed by a group of railroad companies for the purpose of 
constructing terminal facilities in large cities, to be used by all 
of the participating companies. The companies involved usually 
assume proportionate responsibility for all the operating and finan- 
cial expenses of the association either separately (severally) or col- 
lectively (jointly). For example, the Cincinnati Union Terminal 
Company has outstanding a first mortgage, series D, 3^ per cent, 
dated May 1, 1936, and due May 1, 1971, and a series E, 3f per 
cent, dated February 1, 1939, and due February 1, 1969. The com- 
pany is controlled jointly by the Baltimore & Ohio, the Chesapeake 
& Ohio, the Cincinnati, New Orleans & Texas Pacific, the Cleveland, 
Cincinnati, Chicago & St. Louis, the Louisville & Nashville, the 
Norfolk & Western, and the Pennsylvania Raihoad. The bonds of 
the company are guaranteed as to principal and interest and sinking 
fund payments, jointly and severally by endorsement, by the above- 
named railroads.^^ 

The Cleveland Union Terminal Company owns one of the largest 

^ The properties of the Cleveland, Cincinnati, Chicago & St. Louis Railway are held 
by the New York Central Railroad under a ninety-nine year lease effective February 1, 
1930, under the terms of which, among other thmgs, the New York Central assumes the 
obligation of the leased line in respect to its guarantee on those terminal bonds. 
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and most modern passenger terminals in the coimtry, but it is not 
the only one in Cleveland, and it serves neither the Peimsylvania 
nor the Erie. The principal user of the property is the New York 
Central and its subsidiary, the Cleveland, Cincinnati, Chicago & 
St. Louis, which together account for approximately 93 per cent of 
the annual costs of operation and debt service. The New York, 
Chicago & St. Louis pays about 7 per cent of the expenses and 
interest. Bonds of Cleveland Union Terminal Company are guar- 
anteed as to principal and interest by both the New York Central 
and the New York, Chicago & St. Louis, as well as by the Cleve- 
land, Cincinnati, Chicago & St. Louis, leased line subsidiary of the 
New York Central. Each of the proprietary companies is obligated 
unconditionally to meet principal and interest. So long as they are 
solvent, operating costs, including interest, are apportioned among 
the owners on a use basis. Baltimore & Ohio, a non-proprietary 
tenant, also uses the terminal but to such a small extent that its 
contribution to operating costs is purely nominal. 

Unlike many terminal bonds, however, the obligations of this 
terminal company have occupied a distinctly speculative position 
for two reasons : (a) in the last analysis, there are only two guaran- 
tors of the bonds and (b) neither railroad enjoyed a good credit 
standing for over a decade. This was reflected in the prices of the 
terminal bonds. The S^’s of 1972 sold at a low of 72 in 1940; the 
5’s of 1973 at 60| in 1941; and the 4|’s of 1977 at 54f in 1941. The 
prices of those bonds were influenced by the fear that if the New 
York Central were to become involved financially, it might refuse 
to pay its share of the interest.' It was generally felt that if the 
New York Central defaulted, the New York, Chicago & St. Louis 
would be in no position to service the full debt and, in turn, would 
be forced into reorganization. Basically the strength of the bonds 
depended upon the ^ancial strength of the New York Central 
alone rather than the joint strength of the New York Central and 
the New York, Chicago & St. Louis. The subsequent rise in the 
average prices of the bonds, however, reflected the improvement in 
the financial strength of the New York Central. 

Companies in default on their mortgage bonds frequently con- 
tinue to make their proportionate payments on terminal contracts 
in order to retain the use of an essential facility. The strength of 
a teiminal bond, therefore, depends primarily upon the value of 
the terminal property to and the financial strength of the guarantor 
companies. 
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Maturity. WMle all bonds of the same issue generally have the 
same maturity date, some issues have serial maturities, some are 
arranged in series, and others are perpetual. 

Serial bonds. Serial bonds are bonds on which the maturities are 
spread over a succession of years rather than in a single year. For 
example, Pennsylvania Railroad equipment “K” 2j’s were issued 
in 1940 with an authorized amount of $7,995,000. Under the 
indenture, however, $533,000 mature each July 1 from 1941 to 1955, 
inclusive. In a serial issue, all the bonds have a common date of 
issuance but varying maturity dates. The coupon rate may or may 
not vary. 

Series bonds. Series bonds, on the other hand, are issued in se- 
quential series under the same mortgage. Although all the bonds 
thus issued have the same security, each series has distinctive 
features of its own, such as date of issuance, interest rate, maturity 
date, and call price, if callable. For example. Commonwealth Edison 
Company of Chicago has a first mortgage bond indenture under 
which are outstanding series I and series Series I was dated 
June 1, 1938, carries a coupon rate of 3| per cent, and matures 
June 1, 1968, whereas series J was dated April 1, 1939, has a coupon 
rate of 3J per cent, and matures April 1, 1979. This type of financing 
gives the corporation a maximum degree of flexibility and allows 
each new issue to meet the prevailing market conditions. 

Perpetual bonds. A perpetual bond is an interest-bearing obliga- 
tion which has no date of maturity. Such bonds may be issued 
by governmental bodies or by private corporations. Outstanding 
among the governmental issues are the British Government 
'Consols,” and among the private corporate issues are the Lehigh 
Valley Railroad consolidated mortgage currency 6’s and 4|’s issued 
in 1873 and the Public Service Corporation of New Jersey per- 
petual-interest-bearing 6 per cent certificates issued in 1903. 

In other instances, while the bond has a definite maturity date, 
it is so far in the future that for practical purposes the bond is a 
perpetual obligation, as, for example. West Shore Railroad 4’s of 
2361 and Elmira & Williamsport 5’s of 2862. In a perpetual obliga- 
tion the bondholder is simply buying the right to income for the 
period during which he holds the bond. 

Stock options. In some bond indentures, the bondholder may 
have the opportunity to obtain stock either through the exercise 
of a conversion privilege or by means of a stock purchase warrant. 

^ The previous series A to H have been retired. 
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Convertible bonds. The conversion feature in a bond gives the 
bondholder the option of converting the bond into stock under the 
conditions stated in the indenture. The conversion clause involves 
three factors: (a) the security into which the bond may be con- 
verted, (b) the period during which the conversion privilege may 
be exercised, and (c) the ratio at which the bond may be converted. 
A convertible bond is usually convertible into the common stock 
of the company. It may be convertible during a limited period or 
during the entire life of the bond. The conversion privilege under 
the American International ^convertible issued in 1929 expired 

in 1934, whereas the conversion privilege under the New Haven 
convertible 6’s issued in 1907 did not become effective until 1923'. 

The bond may be convertible on the basis of par for par or at a 
fixed ratio. Convertible at par means that $1,000 principal amount 
of bond is convertible into $1,000 par value of stock. The number 
of shares of stock received in exchange depends upon the par value 
of the stock. The bondholder would receive ten shares if the stock 
has a par value of $100, twenty shares if the par value is $50, and 
forty shares if the par value is $26. On the other hand, the bond 
may be convertible at a fixed ratio. Phelps Dodge 3|’s of 1952 were 
convertible at the rate of one share of $25 par value stock for each 
$50 of principal amount of the bond. A $1,000 principal amount of 
bond, therefore, would have entitled the bondholder to twenty 
shares of stock ($l,000/$50 per share). 

Market valve. The market value of a convertible bond is affected 
by two features: (a) its actual value as a fixed-income obligation 
and (b) its potential value as the stock into which it may be con- 
verted. The market value of the bond tends to change with changes 
in the market value of the stock. In a rising stock market, the bond 
advances proportionately to the rise in the value of the stock after 
the conversion parity has been passed, because the potential value 
as stock becomes more valuable. Commonwealth Edison debenture 
3^’s of 1968, convertible at $25 a share, were worth 120 when the 
stock was selling at $30 a share. At a conversion price of $25, a bond 
was convertible into forty shares of stock, and with the stock selling 
at $30 a share, the bond was worth $1,200. In a declining stock 
market the potential value decreases until it disappears, after which 
the bond sells solely on the basis of a fixed-income obligation. 

The extent to which the market price of the stock and the con- 
version price of the bond affect the market price of the bond was 
■illustrated in the instance of Great Northern Railway general 
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mortgage 4’s, series G, and general mortgage ^’s, series H. When 
the stock was selling around $38 a share, the former bond con- 
tinued to sell at a premium of several points above the latter bond 
notwithstanding the fact that both issues were scheduled for 
early redemption at 101. The higher price for the series G was 
due to the fact that it was convertible into common stock at $40 
a share, whereas the conversion price for the series H was $75 a 
share. 

Significance of converhhle bonds. One of the most serious problems 
confronting the bondholder is th6 ever-changing purchasing power 
of the dollar. No matter how well secured the bond may be, if it 
matures during a period of high commodity prices, the investor 
who bought it during a period of low commodity prices will have 
sustained a definite loss in purchasing power, even though the 
principal amount of $1,000 is paid in full. In theory the convertible 
bond was designed to overcome this problem. In addition to the 
promise to pay $1,000 with interest, the issuer gives the bondholder 
an opportunity to share in the future profits of the company. 
The implication in a convertible bond is that the investor has an 
opportunity to make profits while at the same time he is insured 
against loss by virtue of the fixed obligation to pay the principal 
amount. 

There are three principal reasons, however, why convertible 
bonds, as a class, have not lived up to their reputation as a cure-all 
for bondholders’ troubles. First, an examination of the record of 
convertible issues reveals that many of the corporations resorting 
to financing by convertible bonds could not, at the time of issue, 
borrow on their straight credit. To induce bondholders to invest 
their funds, it was necessary to “sweeten” the issue by making it 
convertible. Second, in some mstances the market price of the stock 
has not made conversion profitable. For example, National Dis- 
tillers Products Corporation 3|’s of 1949 were convertible into stock 
at $35 a share at any time for the first $7,500,000 of debentures 
surrendered, at $40 a share for the next $7,500,000, and at $45 for 
the last $7,500,000. In 1943, when $5,000,000 of the bonds were 
called for redemption on August 10, the stock was selling at 32f on 
the date the call was issued. The price of the stock never went high 
enough to make conversion profitable to the holders of the called 
bonds. Again in 1944 the company called the remaining bonds for 
redemption on October 20 at 102. The stock closed at 33| on the 
day before the call. It would have been necessary for the stock to 
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have risen about two and one-half points before conversion would 
have begun to be more advantageous than taking the redemption 
price. Third, some of the few issues which actually did benefit 
from a substantial rise in the value of the stock were called for 
redemption prior to maturity. 

Bonds with warrants. Bonds with warrants are those that bear 
stock purchase option warrants, which give the holder the privilege 
of buying a certain number of shares of the stock at a fixed price 
during a specified period. The warrants attached to the National 
Dairy Products Corporation debenture 3|’s of 1951 gave the bearer 
the right, up to May 1, 1940, to purchase ten shares of common 
stock at $28 a share. The warrants attached to Remington Rand 
debenture 4i’s of 1956 gave the holder the right up to March 1, 
1944, to purchase fifteen shares of common stock at prices gradually 
increasing up to a maximum of $38.69 a share.^® 

Kinds of warrants. The warrants may or may not be detachable. 
The Re min gton Rand debenture 4j’s of 1956 warrants were de- 
tachable. This meant that the bondholder could sell the warrants 
and retain the bond; the purchaser of the warrants could exercise 
the stock purchase option afforded by the warrants. The National 
Dairy Products Corporation debenture 3|’s of 1951 warrants were 
not detachable. This meant that the stock purchase option afforded 
by the warrant could be exercised only by the owner of the bond. 
The warrant could be exercised by a buyer only by the purchase of 
the warrant and the bond. 

Market value. The value of the warrant influences the value of 
the bond. Obviously as the price of the stock rises, the warrant 
becomes more valuable, and this in tmn enhances the value of the 
bond. For example, the Commercial Mackay Corporation income 
debentures had warrants which gave the holder the privilege of 
either exchanging the debentures for American Cable & Radio 
common in the ratio of 115 shares of stock for each $1,000 of deben- 
tures or detaching the warrants and exercising the right to purchase 
115 shares of the stock per $1,000 of debentures at approximately 
$8.70 a share. In June, 1944, the debentures were quoted at 130 
and American Cable & Radio common at 10. Inasmuch as the 
debentures were callable at any time on 30 days’ notice at par and 
accrued interest, the 30-point premium on the bonds was due largely 
tfi the warrant privileges. On an outright conversion of the deben- 
tures, the holder yrquld receive stock valued at approximately $1,150 

“ Ikicli of these issues was called for redemption in 1941. 
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for each $1,000 principal (115 shares at market value of $10 a share), 
while the exercise of the stock-purchase privilege would permit the 
holder to buy stock having an aggregate value of $1,150 (115 shares 
at $10 a share) on an investment of $1,000.50 (115 shares at $8.70 
a share). 

Corporations issuing bonds with warrants or with a conversion fea- 
ture face a common problem, namely, the necessity of “sweetening” 
the bond in order to sell it. Bonds with warrants and convertible 
bonds have a common purpose, namely, to give the bondholder an 
opportunity to reahze income in excess of the contract rate of inter- 
est. The two t 3 ^es of bonds differ, however, in the method of 
attaining this purpose. The holder of the convertible bond who 
takes advantage of the option to exchange the bond for stock must 
relinquish the bond, and hence changes his status from a creditor 
to an owner. On the other hand, the holder of the bond with war- 
rants who takes advantage of the option retains his bond and in 
addition becomes a stockholder. 

Bond retirement. While the issuer obligates itself to repay the 
principal of the bond at maturity, it may anticipate payment by 
the creation of a sinking fund or by reserving the privilege of retiring 
the bond issue prior to maturity. 

Sinking ftmd. Bond indentures that provide for a sinking fund 
require the issuer to build up a fund during the life of the bond in 
order to sink, or liquidate, the debt. Usually the sinking fund is 
calculated to retire a substantial portion of the debt by maturity. 
For example, the sinking fund provided imder the American 
Tobacco 3’s of 1962 is estimated to retire at least 75 per cent of the 
$100,000,000 issue by maturity. 

Sinking fund payment. The aimual sinking fxmd requirement may 
oblige the issuer to pay a definite sum, an amount var 3 Tng with 
earnings, or an amount proportionate to physical output, or a com- 
bination of the three. The sinking fund provision of the Phelps 
Dodge Corporation debenture S^-’s of 1952 obhgates the company 
to pay to the sinking fund agent on or before October 20, 1942-1951, 
inclusive, a sum of $800,000. Any pa 3 rment due is reduced, however, 
by the percentage that the original principal amount of debentures 
has been reduced by conversion or call for redemption at the option 
of the company.^® In addition, the company is required to pay into 

“ The operation of the sinking fund makes the average life of the twenty-year issue 
less than fourteen years. 

The company may deliver bonds^ at their purchase price 03ut not in excess of the 
prevailing redemption price) instead of cash. 
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the sinking fund, on or before each April 20, 1939-1951, inclusive, 
a sum equal to 20 per cent of consolidated net income for the pre- 
vious calendar year. This payment need not exceed $1,200,000 in 
any year and may be reduced by the percentage that the origiaal 
principal amount has been reduced by conversion or by redemption 
at the option of the company. The sinking fund provision in the 
indenture of Walworth Company first mortgage 4’s of 1952 requires 
the retirement through annual sinking-fund operations of a face 
amount of the bonds equal to 20 per cent of the preceding year’s 
net earnings. The annual payment based upon physical output is 
usually found in bonds issued by companies in the extractive indus- 
tries. For instance, Kirby Lumber Corporation first mortgage 4’s 
of 1947 provide for the payment of $4 per 1,000 feet, board measure, 
for timber cut and manufactured or cut without being manufactured 
by the company. 

From the investor’s standpoint the first method is preferable, 
namely, the payment into the sinking fund of a definite annual sum. 

Use of the sinking fund. The sinking fund may be used (a) to 
redeem outstanding bonds of the same issue either by purchase in 
the open market or by call, (b) for investment in other securities, 
or (c) for plant improvements. The expression “subject to call for 
sinking fund only” means that the bonds, otherwise not callable 
for redemption, may be drawn by lot and redeemed out of the 
sinking fund. For example, Connecticut Light & Power Company 
first and refunding A 7’s of 1951 are redeemable for sinking fund 
only on any interest date prior to and including November 1, 1931, at 
110 and interest, thereafter decreasing one-half of 1 per cent annually 
to 100|- and interest on November 1, 1950. Bonds so acquired under 
the sinking fund provision must be kept alive and interest added to 
the sinking fund. In May, 1944, Shell Union Oil Corporation noti- 
fied holders of its fifteen-year 2^ per cent debentures, due July 1^ 
1954, that $1,476,000 principal amount of those debentures had been 
drawn by lot for redemption on July 1, 1944, at their principal 
amount and accrued interest for accoxmt of the sinking fund. 
Holders of the debentures drawn were advised to surrender them 
for redemption at the Guaranty Trust Company, New York, on or 
before July 1, 1944, after which date interest would cease to accrue 
on the debentures or portions thereof called for redemption.^® 

On May 15, 1944, there were $59,000 principal amount of debentures that had been 
previously drawn for redemption but that had not been presented for payment by the 
holders. 
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Significance of the sinking fund. A sinking fund provision requir- 
ing the redemption of the bonds provides the bondholder with two 
important advantages. One, the bond enjoys increasing security as 
the amount of indebtedness is reduced. Two, in order to meet the 
terms of the sinking fund requirement, the issuer sometimes must 
purchase its bonds in the market, thus tending to mamtain the 
market value of the bonds at a level above that at which they might 
otherwise sell. 

Callable bonds. Some bond indentures contain a clause giving 
the issuer the option of caUing the bonds for retirement prior to 
the date of maturity. The caU clause has five features: (a) the 
period during which the option may be exercised; (b) the date on 
which the bonds may be called for redemption; (c) the notice of 
intention to redeem, which must be given to the bondholders; 

(d) the amount of bonds that may be called for redemption; and 

(e) the price at which the bonds must be redeemed. 

The period during which the issuer may exercise the privilege of 
calhng the bond for redemption prior to maturity is stated in the 
indenture. Bonds are usually but not always callable during their 
entire life. In some indentures the bonds are callable on any interest 
payment date. It the issuer fails to call the bonds on a specific 
interest payment date, it cannot exercise the privilege before the 
next interest payment date however favorable market conditions 
may be in the interim. For this reason many bonds issued in recent 
years have reserved to the issuer the right to call the bonds at any 
time. For instance, Jones & Laughlin Steel Corporation Jfirst mort- 
gage 3j’s, series C, of 1961 are callable at any time. The call 
clause in an indenture also specifies the notice of intention to 
redeem which must be given to bondholders. In the Jones & 
Laughlin bonds the corporation must give the bondholders at least 
thirty days’ notice. In addition, the indenture usually states the 
amount of bonds that may be called for redemption. The usual 
provision is ‘'as a whole or in part.” The Jones & Laughlin bonds 
are callable as a whole or in part in aggregate amounts of not less 
than $1,000,000. The price at which the bonds must be redeemed 
either is fixed for the entire period or is based on a sliding scale 
which provides for a relatively higher premium in the event of early 
redemption and for a smaller premium for later redemption. For 
example, the Jones & Laughlin bonds referred to above are callable 
at the following prices to each January 1, inclusive: 
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1947 .... 

.... .103 

1949 

102i 

1951 

102 

1953 

.... . loii 

1956 

101 

1959 

... . . lOOi 

1961 

100 


Market value. The price at which a callable bond may be redeemed 
tends to set a ceiling on the market price. For example, Republic 
Steel Corporation 4^’s of 1956, which were callable at 104, never 
sold higher than 106^. Inasmuch as callable bonds are callable at 
the option of the issuer, they are more likely to be called when 
market conditions are favorable to the issuer and correspondingly 
unfavorable to the investor. In the period beginning 1935 many 
corporations took advantage of prevailing low interest rates by 
calling their bonds for redemption and replacing them with bonds 
bearing a lower coupon rate. For example. Shell Union Oil Corpora- 
tion debenture 5’s of 1947 were called for redemption at 102 in 1936 
and retired out of the proceeds of the sale of a 3-| per cent issue due 
in 1951. In view of prevailing market conditions, the holders were 
obliged to accept a reduced rate of return. It is significant that the 
holder of a callable bond may be forced to accept less income in the 
event of a decline in interest rates but is not afforded an opportunity 
to obtain more income should interest rates rise.^’’ 

Some bonds are both convertible and callable. If, in such in- 
stancess, the bond commands a substantial premium in the market 
as a result of the value attaching to the conversion privilege, redemp- 
tion may have the effect of forcing the bondholder to convert the 
bond into stock. For example, Allis Chalmers Manufacturing 
Company issued $15,000,000 of convertible debenture 4’s at par in 
1935, which were due in 1945. The debentures were convertible 
into common stock at $35 a share (28.57 shares per $1,000 bond) 
until June 30, 1937, and thereafter at higher prices unless called 
for redemption. In March, 1936, the stock sold at $45 a share, 
which made the bonds worth 128^ (more exactly $1,285.65) ; later 
the stock advanced to 81 and the bonds sold as high as 219. The 
bonds were called for redemption at 103, which had the effect of 
forcing conversion into the stock, which at the time was selling for 
more than double the conversion price. As no investor would 
present a $1,000 bond for payment at $1,030 when he could eon- 

I 

It should be noted also that a non-callable feature in a bond is emphasized when 
such a bond is offered to investors. 
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vert the bond into stock enjoying an aggregate market value of 
more than $2,000, the call for redemption hastened the conversion 
of the bonds. 

Income bonds. Income or adjustment bonds are bonds on which 
the interest is paid only when earned and declared. The payment 
of interest is not a mandatory charge; it is contiagent upon the 
amount of earnings. The Green Bay & Western Railroad Class A 
income debentures and the Missouri-Kansas-Texas Railroad cumu- 
lative adjustment mortgage 5’s, series A, of 1967 are two typical 
income bonds. The principal of the Green Bay & Western income 
bonds is due only when the road is sold or reorganized. In the 
meantime, interest is payable only if earned and at such a rate as 
shall be determined up to a maximum of 5 per cent. Interest was 
paid at the full rate annually 1904-1932; at 2j per cent in 1933; at 
3 per cent in 1934; at 2^ per cent in 1935; at 7| per cent in 1936 and 
1937; none in 1938; and at 5 per cent in 1939 to 1944, inclusive. 
Interest on the Missouri-Kansas-Texas income bonds is paid at the 
discretion of the board of directors. In this instance, however, the 
interest charge has been cumulative since January 1, 1925, but the 
accumulation of interest does not itself bear interest. The interest 
was paid in full or in part up to April 1, 1937. Interest payments 
were then discontinued until April 1, 1945, when the management 
authorized the payment of a full year’s interest. The accumulation 
remaining after the payment amounted to 45 per cent per bond, 
an aggregate of $6,110,000. 

Income bonds are generally issued as part of a reorganization 
plan under which bond interest charges are “scaled down” to an 
amount estimated to b6 within the reasonable capacity of the en- 
terprise. They enable the issuer to reduce the fixed-charge burden 
by converting a fixed charge into a contingent charge. 

Income bonds may be secured by a mortgage or they may be 
totally unsecured. Boston & Maine’ income 45 ’s of 1970 are secured 
by a second lien on the entire owned mileage of the road, whereas 
the Green Bay & Western Class A income bonds are unsecured. 
While the payment of interest is contiagent upon earnings, income, 
bonds usually contain a definite promise to pay the principal at a 
fixed maturity date. Income bonds as a class lack the qualities of 
safety and stability of income.^* 

18 An outstanding exception has been ‘the Atchison, Topeka & Santa Fe Railway 
adjustment mortgage 4's of 1995 issued under the reorganization of the railroad in 
1895. 
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Review Questions 


1. Define a bond. 

2. Indicate the position of the bondholder. 

3. Discuss the methods of determimng the nature and the value of the bond- 
holder’s claim. 

4. Distinguish between a secured and an unsecured bond. 

5. Describe the nature of the security underlying a mortgage bond. 

6. Distinguish between the corporation as a borrower and mortgagor and the 
bondholders as lenders and mortgagees. 

7. Describe the contents and significance of the deed of trust. 

8. Explain the meaning of an ^^after-acquired” clause. 

9. Distinguish between a senior and a junior lien. 

10. What are the distinguishing features of closed-end, open-end, and limited 
open-end mortgages? 

11. Discuss the basis of investment quality of a mortgage bond. 

12. Describe the nature of a collateral trust note. 

13. Discuss the investment record of collateral trust notes. 

14. Describe the nature of an equipment trust obligation. 

15. Distinguish between the lease and conditional sale plans of issuing equip- 
ment trust obligations. 

16. Discuss the investment quality of equipment trust obligations. 

17. Define a debenture bond. 

18. Discuss the position of a debenture bondholder in the event of default. 

19. Indicate the usual issuers of debenture bonds. 

20. Explain the ^‘covenant of equal coverage” in a debenture bond indenture. 

21. Discuss the investment position of debenture bonds as compared to secured 
bonds. 

22. Indicate the features of a bond indenture that are important to the bond- 
holder 

23. Distinguish between a temporary bond and a definitive bond. 

24. Distinguish between a registered bond and a coupon bond. 

25. What is the nature of the guarantee in a guaranteed bond? 

26. Account for the existence of guaranteed bonds. 

27. Discuss the investment significance of a guaranteed bond. 

28. Name and distinguish between two special types of guaranteed railroad 
bonds. 

29. Tell what distinguishes a serial, a series, and a perpetual bond. 

30. What is meant by a convertible bond? 

31. Discuss the features affecting the market value of a convertible bond. 

32. Explain the relation of a convertible bond to the changing purchasing power 
of the dollar. 

33. What is meant by a bond ^^with warrants”? 

34. Distinguish between a detachable and a non-detachable warrant. 

35. Indicate the relation of the value of the warrant to the value of the bond. 

36. Discuss the significance of the warrant and the conversion privilege to the 
bondholder. 
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37 . What is meant by a ‘‘sinking fund” bond? 

38. Describe the methods of calculating the annual sinking fund payment. 

39 . Discuss the significance of those methods to the investor. 

40 . Indicate the uses made of the sinking fund. 

41 . What is meant by the expression “subject to call for sinking fund only”? 

42 . Discuss the significance of the sinking fund provision to the bondholder. 

43 . What is meant by a callable bond? 

44 . Name the features of the redemption clause. 

45 . Discuss the relation of the redemption price to the market price of the bond. 

46 . Describe the cond tions under which the calling of a convertible bond for 

redemption may force the bondholder to convert. 

47. What is meant by an income bond? 

48 . Under what conditions are income bonds usually issued? 

49 . Distinguish between the agreement to pay interest and the agreement to 

pay principal in an income bond. 

50 . Discuss the investment significance of an income bond. 

Assignment 

(a) Determine the following investment features of the Chicago, Indiana & 
Southern Eailroad first 4’s of 1956: authorized, outstanding, interest dates, 
denominations, callable, sinking fund, guaranteed, lien, legal investment, and 
listed. 

(b) Indicate the number of shares of stock which the holder of a convertible bond 
may receive upon conversion if the conversion value of the stock is (1) 110, 
(2) 115, (3) 125. 

(c) A company, which was paying a regular annual dividend of $9 a share on its 
capital stock, issued $234,000,000 of 3 per cent debentures convertible into the 
stock at $140, payable by the surrender of $100 principal amount of debentures 
and $40 in cash. Account for the conversion of $137,000,000 of the bonds 
during the succeeding four years. 

(d) The warrant attached to a bond gives the bondholder the right to buy one 
share of the common stock at $40 a share. Determine the value of the warrant 
with the common stock selling on the market at (1) 42| a share, (2) 45 a share, 
and (3) 35 a share. 

(e) Compifte the value of the premium and the value of the privilege of a warrant 
that gives the holder the right to buy one share of the stock at $17.50 a share, 
when the stock is selling on the market at $20 and the warrant is selling at 
$7.50. 
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Introduction. The ownership of a corporation is divided into 
units called shares. A stockholder’s interest is evidenced by a stock 
certificate, which states, among other things, the name of the stock- 
holder, the class of stock, and the number of shares owned. This 
information also appears on the stock record of the corporation. 

Par value. Corporate stock may be either par value or no par 
value stock. The par value of a share of stock is a purely arbitrary, 
nominal value given to the stock by the certificate of incorporation. 
The par values of stocks are not uniform, as evidenced by the follow- 
ing common stocks: American Telephone and Telegraph ($100), 
Pennsylvania Railroad ($50), du Pont ($20), Borden ($15), and 
General Motors ($10). The par value of a stock is of little signifi- 
cance to the investor, however, since it bears no relationship to the 
market value. For example, during a recent period the common 
stock of the Pennsylvania Railroad, with a par value of $50, sold 
at a high of 87 and a low of 6, and General Motors common stock, 
with a par value of $10, sold at a high of 77 and a low of 8. The 
market price of a stock is influenced primarily by earnings. 

No par value stock, as the name implies, is stock without par 
value. The common stocks of such companies as General Electric, 
National Dairy Products, and Montgomery Ward are without par 
value. 

Stockholder’s position. The stockholder is an owner, in contrast 
to the bondholder, who is a creditor. The annual interest payment 
to, the bondholders constitutes a prior charge against the earnings 
and must be paid before the corporation may make any dividend 
distribution to the stockholders. In the evQnt of liquidation, the 
claim of the bondholders takes precedence over the interest of the 
stockholders. As an owner, therefore, the stockholder has a residual 
interest in the earnings and m the assets. The nature of the stock- 
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holder’s interest, however, depends upon whether he is a preferred 
stockholder or a common stockholder. 

Preferred stock. Preferred stock has certain preferences as 
against the common stock in the interest in the earnings, in the 
assets, and in the management. The exact nature of those prefer- 
ences in the instance of a specific preferred stock, however, can be 
determined only by reference to the preferred stock provisions in 
the certificate of incorporation. It is essential, therefore, that the 
investor who is interested in a preferred stock determine the kind 
and extent of the preferences and the effect of those preferences 
upon the investment quahty of the stock. 

The preferred stockholder’s interest in the earnings may be 
stated as (a) preferred as to dividends, (b) cumulative, (c) partici- 
pating, and (d) convertible. 

Dividends. Preferred stock is invariably preferred as to divi- 
dends, which means that the right of the preferred stock to dividends 
takes precedence over the right of the common stock. The rate of 
annua l dividend to which the preferred stock is entitled is stated 
on the stock certificate. The annual dividend rate on a par value 
stock is stated as a percentage of par value. The annual dividend 
rate on the preferred stpck of Westinghouse Electric Corporation is 
7 per cent, whereas the rate on the preferred stock of Corning Glass 
Works is 3| per cent. The dividend rate represents the rate payable 
on the par value of the stock. The annual dividend in terms of 
dollars, therefore, depends upon (a) the dividend rate and (b) the 
par value. Westinghouse preferred stock dividend is at the rate of 
7 per cent on a par value of $12.50, or $0,875, while the dividend on 
the Corning Glass preferred is at the rate of 3^ per cent on a par 
value of $100, or $3.50. The annual dividend rate on a stock with- 
out par value, on the other hand, is stated directly in terms of 
dollars. For example. General Motors Corporation preferred stock, 
which has no par value, is entitled to an annual dividend of $5. 

The annual dividend rate is conunonly referred to as the pre- 
ferred dividend ‘^requirement.’’ It indicates the dividend to which 
the stockholder is entitled; at the same time it sets the limit to 
which the stockholder may share in the earnings. The dividend 
rate on the preferred stock is comparable to the interest rate on the 
bond in that each rate is definite. On the other hand, the payment 
. of the dividend on the preferred stock is unlike the interest on the 
bonds in that the latter is a fixed charge whereas the former is a 
contingent charge — ~ contingent upon earnings and the discretion of 
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the board of directors. Interest on the bonds must be paid to avoid 
default, but the dividend on the preferred stock may or may not 
be paid, and failure to pay the dividend does not constitute default. 

The fact that a preferred stock is preferred as to dividends does 
not assure the stockholder that the regular dividend will be paid 
annually. The company may pay the full dividend or part of the 
dividend or may omit the payment of the dividend, as the board of 
directors may elect. The annual dividend requirement on the 
preferred stock of United States Steel Corporation is $7 ; neverthe- 
less the company paid only $5.75 dividend on the stock in 1932. 
Preference as to dividend simply assures the preferred stockholder 
that no dividend will be paid on the common stock in any one year 
unless the full preferred stock dividend has been paid. 

Cumulative. Ordinarily, if the dividend on the preferred stock is 
not paid in the current year, the stockholder has no claim on future 
earnings for the omitted dividend. The stockholder’s hope is that 
earnings for the succeeding year will be adequate to warrant the 
payment of the annual dividend. In some instances, however, the 
preferred stock is given a cumulative feature and is referred to as 
cumulative preferred stock. Under this provision, omitted dividends 
accumulate and are referred to as “dividends in arrears.” A study 
by the New York Stock Exchange revealed that as of January 1, 
1945, there were $983,996,000 of dividends in arrears on sixty-two 
stock issues. In more than half of the issues the arrearage covered 
a period of nine or more years. Among the preferred stocks having 
a sizable amount of dividends in arrears were : 


Issue Arrearage 

Guantanamo Sugar 8% pfd $118 00 

Missouri-Kansas-Texas RR 7% pfd '‘A” . . .... 94.50 

New York, Chicago & St. Louis RR 6% pfd . . . , 81.00 

Laclede Gas Light of St. Louis 5% pfd . . 55 00 

White Sewing Machine conv. pfjd 51.00 

Armour (111.) $6 conv. prior pfd 28.50 

. Commonwealth & Southern $6 pfd ^ . . . . 28.50 


In instances where the accumulation of dividends in arrears on 
preferred stocks is eliminated, it is accomplished either by pasunent 
in cash or by recapitalization. The United States Steel Corporation, 
for example, paid the regular dividend of $7 on its cumulative pre- 
ferred stock in 1931 in spite of the fact that the earnings per share 
amounted to only $3.62. In 1932, however, with a deficit of $19.70 
a share, the management paid a dividend of only $5.75, which 
meant -that there was a dividend arrearage of $1.25. An annual 
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dividend of $2 was paid in 1933-1935 which resulted in an aggregate 
arrearage of $16.25 at the close of 1935. The management paid a 
dividend of $14 in 1936, of which $7 represented the regular annual 
dividend requirement and $7 applied to a reduction in the arrearage, 
reducing the latter to $9.25. During 1937 the management paid the 
regular quarterly dividend requirement of $1.75 and by August 30 
had paid off the entire arrearage of $9.25 accumulated at the close 
of 1936. 

On the other hand, the accumulated dividends on the 7 per cent 
preferred stock (par $100) of Bethlehem Steel Corporation, which 
amounted to $21 a share on April 1, 1936, was cleared up by a 
recapitalization. Under a merger agreement effective February 26, 
1936, every 7 per cent preferred share of the New Jersey corporation 
was exchanged for one $100 par value 7 per cent preferred share and 
one $20 par value 5 per cent cumulative preferred share of the 
successor Delaware corporation and $1 in cash. The $21 arrearage 
was paid partly in cash ($1) and partly in new preferred stock 
($20 par value). Subsequently the $20 par value 5 per cent pre- 
ferred stock (Delaware corporation) was redeemed on April 1, 1940, 
at $20 a share and accrued dividend of 25 cents. 

The payment of cumulative dividends on a preferred stock is 
contingent upon earnings and the discretion of the management. 
The fact that a preferred stock is cumulative is no assurance that 
the dividends — current and accumulated — will be paid at any time. 
The only assurance given the preferred stockholder is that no divi- 
dend will be paid on the common stock until the arrearage and the 
current regular dividend on the preferred stock have been paid in 
full. In the instance of the United States Steel Corporation, it was 
not until 1937, when the arrearage on the preferred stock had been 
eliminated, that the common stock was eligible for a dividend, and 
then only after the payment of the current regular dividend on the 
preferred stock.^ 

Participating. Ordinarily the annual dividend on a preferred stock 
is definite and limited. For example, the-annual dividend on United 
States Steel Corporation preferred is definitely fixed at 7 per cent 

1 In some instances the cumulative feature has proved a profitable speculation. For 
example, in June, 1944, a trader sold at 92f, 100 shares of Associated Dry Goods $7 
second preferred stock, which he had purchased in 1939 at 52, thus obtaining a gross 
profit on the sale of approximately $4,075 *In addition he had received $7,175 in divi- 
dends, representing the regular $7 annual dividend in 1940-1943, $40.25 a share pay- 
ment of dividends in arrears, and regular quarterly dividends in 1944 aggregatmg $3.50 
received up to the time of sale He thus received profits and dividends aggregatmg 
$11,250 on an original investment of $5,200. 
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of the par value of $100, or $7, and is limited to that rate. In other 
instances, however, the preferred stock is permitted to share in the 
earnings in excess of the stated rate of dividend. Such a stock is 
entitled to its regular dividend and then, after the common receives 
a similflr rate of dividend, participates with the common stock in 
the balance of the earnings distributed as dividends. For example, 
Westinghouse Electric Corporation had outstanding a 7 per cent 
participating preferred stock on which the management distributed 
$16,007,230 as a dividend in 1937. The pteferred stock was entitled 
to its regular dividend of 7 per cent on the then current par value 
of $50, or $3.50 per share, aggregating $279,909 on 79,974 shares of 
preferred stock. The common stock was entitled to a similar rate 
of dividend, namely, 7 per cent. Inasmuch as the par value of the 
common stock was $50 at the time, the common stock was entitled 
to $3.50 per share, aggregating $9,072,543 on 2,592,155 shares of 
common stock. The aggregate dividends distributed to the two 
classes of stock at this point was $9,352,452, leaving an undis- 
tributed balance of $6,654,778. This was divided on a pro rata 
basis among the two classes of stock. The preferred stock, aggre- 
gating 79,974 shares or 3 per cent of the total stock outstanding 
(2,672,129 shares), received 3 per cent of the undistributed balance 
of $6,654,778, or $199,935 additional dividend, as a participating 
dividend. The common stock, aggregating^ 2,592,155 shares or 
97 per cent of the total stock outstanding (2,672,129 shares), received 
97 per cent of the undistributed balance of $6,654,778, or $6,454,843. 
The preferred stock, therefore, received an aggregate dividend of 
$479,844, of which $279,909 represented the regular dividend and 
$199,935 the participating dividend.^ 

The extent of the participation by the preferred stock may be 
limited, however, by the provisions of the certificate of incorpora- 
tion. For example, the 6 per cent cumulative preferred stock (par 
value $25) of the Diamond Match Company is entitled to a regular 
annual dividend of $1.50 a share. In addition, after the common 
stock receives a dividend .of $1.50, the preferred stock is entitled 
to participate, share for share with the common stock, in any addi- 
tional distribution. The preferred stock, however, is not entitled 
to receive dividends in excess of $2, including the regular dividend 
of $1.50. In other words, the maximum participating dividend 

^ Tke partioipatioiT of a preferred stock may be simple (as in tbe instance of Westing- 
house), immediate, or special A preferred -stock that participates immediately is en- 
titled to its regular dividend and then immediately participates with the common stock 
in the balance of the earnings distributed as dividends. 
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which the preferred may receive is 50 cents. The Diamond Match 
preferred received a participating dividend in 1935 (20 cents), in 
1936 (25 cents), in 1937 (50 cents), and in 1938 (50 cents). 

Participating preferred stockholders are not assured that divi- 
dends, either regular or participating, will be paid at all. The pay- 
ment of dividends — regular and participating — depends largely 
upon earnings. Investors in participating preferred stock are as- 
sured only that they will receive dividends before the common 
stockholders and that they will be permitted to share in any excess 
earnings distributed as dividends. 

Convertible. Preferred stock may have the privilege of conver- 
sion into common stock. This conversion provision, like that of a 
convertible bond, states the security into which the preferred stock 
may be converted (usually common stock), the period dming which 
the conversion privilege is valid, and the ratio at which the pre- 
ferred stock is convertible. The $5 preferred stock of Goodyear Tire 
& Rubber Company, for example, was convertible into common 
stock of the company at S75 a share until October 1, 1946, when the 
privilege expired. A share of 5 per cent preferred stock of Melville 
Shoe Corporation is convertible into common stock at the rate of 
2^ shares of common stock from January 1, 1945, until the conver- 
sion privilege expires on January 1, 1950. It is significant that for 
preferred stocks that are convertible at varying prices during the 
period of the privilege in accordance with the prescribed schedule, 
the conversion price usually increases with the later dates. To the 
extent that conversion is postponed, the lower is the cost in common 
stock to the corporation and, by the same token, the smaller is the 
return in co mm on stock to the investor when the privilege is exer- 
cised. 

The conversion privilege may favorably affect the value of the 
preferred stock. The value of a convertible preferred stock is in- 
fluenced by two factors : (a) its value as a preferred stock and (b) its 
potential value as common stock. As the preferred stock is con- 
vertible at the option of the preferred stockholder, naturally the 
holder will convert only when market conditions make such action 
profitable. Conversion is attractive when earnings enable the com- 
pany to pay a higher dividend on the common stock than on the 
preferred stock. The preferred stockholder has an opportunity to 
exchange a preferred stock with a limited dividend for a conamon 
stock with' a higher current dividend. Before converting, however, 
the preferred stockholder must consider the market prices of the 
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respective shares and the fact that conversion changes his status 
from a preferred to a common stockholder. 

Assets. Preferred stock usually has a preference over the com- 
mon stock in the distribution of the assets of the corporation in the 
event of dissolution. The extent of the preference is stated in the 
certificate of incorporation. The 6 per cent preferred stock of East- 
man Kodak Company is entitled to par value of $100 a share in 
dissolution, whereas the $5 preferred stock of General Motors Cor- 
poration, which is without par value, is also entitled to $100. On 
the other hand, the 7 per cent preferred stock of American Radiator 
& Standard Sanitary Corporation, which has a par value of $100, is 
entitled to $175. In some instances the extent of the preference of 
the preferred stock against the assets depends upon the nature of 
the liquidation. For example, the first preferred stock of Maytag 
Company is entitled to $100 a share in involuntary liquidation and 
to $110 a share in voluntary liquidation. In all instances the pre- 
ferred stock is also entitled to accrued dividends. 

The preference as to assets has little practical value to the in- 
vestor. In the first place, his primary interest is in the corporation 
as a going concern, not as a liquidating concern. In the second place, 
liquidation of a company is usually the result of failure, in which 
case the assets are generally in the possession • of the creditors, 
leaving little or nothing available for the stockholders. 

Voting and vetoing. The interest of the preferred stock in the 
management may be stated in a positive manner (voting power) or 
in a negative manner (vetoing power). In some instances not only 
does the preferred stock have voting power; a share of preferred 
stock may even have more votes than a share of common stock. 
For example, every share of the preferred stock of International 
Harvester Company has four votes whereas each share of the com- 
mon stock has one vote. The preferred stock, with 816,724 shares 
outstanding, has an aggregate of 3,266,896 votes, or 44 percent of 
the total votes. The conamon, with 4,245,705 shares outstanding, 
has an aggregate of 4,245,705 votes, or 56 per cent. Inasmuch as 
preferred stock is generally more closely held than common stock, 
the voting power of the preferred may prove quite significant. 

In other instances the preferred stock has what may be referred 
to as contingent or vetoing power; that is, it has no voting power 
as such but in certain circumstances either it is given voting power 
or its consent is necessary to make the action of the management 
binding on the corporation. For example, Cudahy Packing Com- 
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pany 6 per cent preferred stock has no voting power. It is given 
two votes per share, however, if the company (a) is in default of 
three consecutive semi-annual dividends, or (b) fails to pay the 
dividend in any year in which net earnings are at least $1,000,000, 
or (c) fails to pay the specified portion of dividends for one-half 
year in any year in which net earnings are at least $700,000 or 
(d) without the consent of holders of two thirds of the outstanding 
preferred stock, acquires shares of stock or assets (except through 
collection of debt) and assumes debts or obligations of the same 
exceeding $250,000. 

Some preferred stocks have both voting power and vetoing power. 
For example, American Can Company 7 per cent preferred stock 
has six votes per share; at the same tune, the corporate property 
cannot be mortgaged without the consent of two thirds of the pre- 
ferred stock. Generally speaking, however, the voting or vetoing 
power of a preferred stock has little relation to its investment value. 

Redeemable. Regardless of those preferences, some preferred 
stocks are redeemable at the option of the corporation. The redemp- 
tion provision usually states the date on which the stock may be 
redeemed, the time at which notice must be given to the preferred 
stockholder, the extent to which the issue may be redeemed, and 
the price at which the stock is redeemable. For example, the 5 per 
cent preferred stock of Sunshine Biscuits, Inc., is redeemable at the 
option of the company at any time upon 30 days’ notice, in whole 
or in part, and at $105 a share and accrued dividends. Sunshine 
Biscuits, Inc., may redeem either the entire issue of preferred stock 
or any amount of the issue. At redemption it agrees to pay the 
stockholder $105 a share and accrued dividend to the date of 
redemption. In other instances the call price is expressed as a 
schedule. For example, Dow Chemical $4 preferred stock is callable 
at 112 to November 1, 1948; at 110 to November 1, 1953; and at 
107 thereafter. American Airlines $4.25 preferred stock was callable 
at 107 in 1944, at 106 in 1945, and at 105 thereafter. It is significant 
that in preferred stocks that are redeemable at varying prices during 
the period of the privilege in accordance with a prescribed schedule, 
the redemption price tends to decrease with the later dates. To 
the extent that redemption is postponed, the lower is the cost in 
cash to the corporation and the smaller is the return in cash to the 
investor when the privilege is exercised. 

The fact that a preferred stock is’ redeemable offers no value to 
the holder. In a rising market the call price tends to set an upper 
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limit to the market price of the preferred stock.® Since the stock is 
Callable at the option of the corporation, the latter usually calls the 
stock for redemption only when market conditions are to the issuer’s 
advantage and, therefore, disadvantageous to the stockholder.^ 

In recent years some corporations, planning to redeem their pre- 
ferred stock, offered the preferred stockholders a choice of cash or 
new preferred stock bearing a lower dividend rate in exchange for 
the old preferred stock. The wilhngness of the preferred stock- 
holders to accept the new preferred stock was influenced by the 
federal capital gains tax. This was especially true of stockholders 
who acquired the old stock at substantial discounts. In the event 
of redemption at a premium in cash, those stockholders found them- 
selves liable to a capital gains tax on the difference between the cost 
and the call price received. Since, under the present federal tax 
law, the exchange of one preferred stock for another of the same 
company does not subject the stockholder to a capital gains tax, 
the advisability of accepting stock instead of cash was apparent. 
Firestone Tire & Rubber Company adopted a variation of this 
method in redeeming its 6 per cent preferred stock at 105 and 
accrued dividends of $1.50 a share with the proceeds of an offering 
• of 4| per cent preferred stock. Instead of making a direct offer to 
exchange old stock for new, an arrangement was made for under- 
writers and dealers to offer holders of the 6 per cent stock one share 
of 4| per cent stock plus $6.50 in cash in exchange for one share of 
the old 6 per cent stock. 

Classes of preferred stock. In some instances a corporation may 
have several classes of preferred stock. Worthington Pump & 
Machinery Corporation, for example, has four classes of preferred 
stock: a prior preferred 4^ per cent convertible series, a prior pre- 
ferred 4|- per cent series, a class A 7 per cent series, and a class B 
6 per cent series. The prior preferred convertible series and the 
prior preferred series rank equally in their preference over the class A, 
class B, and common stocks as to assets and as to cumulative divi- 
dends at the rate of per cent annually. While both classes are 
redeemable in whole or in part on any ^vidend date on 30 days’ 
•notice, the former is redeemable at $100 and the latter at $105, 
with accrued dividends in each instance. In liquidation, the former 

® This factor has been of little practical importance in the instance of the preferred 

stock of American Radiator & Standard Sanitary Corporation, smce the call price is 

* 

* Remington Rand, Inc., has followed the practice of buying the preferred stock in 
the open market at a discount. 
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series is entitled to $100 and accrued dividends regardless of the 
character of the liquidation. On the other hand, the latter series 
is entitled to $105 in voluntary and $100 in involuntary liquidation. 
The convertible series, in contrast with the non-convertible series, 
is convertible into one share of common stock. The class A and the 
class B stocks are subject to the preference of the prior preferred 
series but rank equally in their preference over the common stock 
as to assets and cumulative dividends. The class A, however, is 
entitled to a dividend at the rate of 7 per cent, in contrast to the 
class B, on which the rate is 6 per cent. Both classes are redeemable 
in whole or in part at any time on 30 days’ notice, the former at 
$115 and the latter at $105, with accrued dividends in each mstance. 
In voluntary hquidation the class A is entitled to $115 and the 
class B to $105, whereas in involuntary liquidation the liquidating 
value is $100 for each stock. 

Significance. Preferred stock is usually preferred as to dividends 
and as to assets. Whether the stock under consideration also pos- 
-sesses any or all of the other preferences — cumulative, participatmg, 
convertible — can be determined only by reference to the preferred 
stock provisions. Preferred stockholders, as a class, have an owner’s 
interest with a limited maximum return. They assume more risk 
than the bondholders, for which they receive a higher rate of divi- 
dend, but less risk than the common stockholders, for which they 
must accept a limited return. The $5 preferred stock of Goodyear 
Tire & Rubber Company is junior to first mortgage and'coUateral 
trust bonds and to the minority stockholders’ equity in subsidiary 
companies, but senior to the common stock. In the absence of 
funded debt, however, preferred stock represents a senior interest. 
The $7 preferred stock of International Harvester Company, for 
example, is the senior interest in the company. 

Common stock. Common stock represents the basic ownership 
of the corporation. Although not all corporations necessarily have 
preferred stock outstanding, they do have conomon stock. The 
ownership interest in the earnmgs and in the assets is shared by the 
preferred stock and the common stock, but the interest of the com- 
mon stock is subordinate to the interest of the preferred stock. The 
extent of subordination of the interest of the conomon stock of a 
specific company depends upon the presence of securijies with prior 
interest. In some instances the common stock is subordinate to 
bonds and preferred stock. For example, the common stock of 
Goodyear Tire & Rubber Company is junior to first mortgage and 
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collateral trust bonds, to the minority stockholders’ equity in sub- 
sidiary companies, and to the preferred stock. In other cases the 
common stock is subordinate only to the preferred stock. For 
example, the preferred stock of International Harvester Company 
is the only interest ahead of the company’s common stock. In still 
other instances the common stock comprises the sole security issued 
by the company; as, for example, General Foods, General Electric, 
and Standard Oil of California. 

Classes. In some companies the common stock is divided into 
classes. American Tobacco Company, for example, has common 
and common B stock, each with a par value of $25. Each class is 
entitled to receive the same amount of dividend if any dividend is 
declared. The only distinction between the two classes is that the 
common stock has one vote per share, whereas the common B has 
no voting power. The unimportance attached to this distinction, 
however, is evidenced by the fact that both classes of stock have 
tended to seU at substantially the same price. 

Dividends. The payment of dividends on common stock is con- 
tingent upon earnings and the discretion of the directors. Unlike 
the preferred stockholder, however, the common stockholder is not 
promised any specific rate of dividend. The declaration of dividends 
by the directors is subject to the corporate law of the state of in- 
corporation. Under the law in New York- State (Stock Corporation 
Law, Section 58) : 

No corporation shall declare or pay any dividend which shall impair its capital, 
nor while its capital is impaired, nor shall any such corporation declare or pay any 
dividend or make any distribution of assets to any of its stockholders, whether 
upon a reduction of the number or par value of its shares or of its capital, unless 
the value of its assets remaining after the payment of such dividend, or after such 
distribution of assets, as the case may be, shall be at least equal to the aggregate 
amount of its debts and liabilities, including capital. 

The attitude of the courts toward the declaration of a dividend 
has been stated as follows: ® 

It is a fundamental rule relating to the management of corporations that it is 
within the discretion of the directors to determine when and to what extent a divi- 
dend shall be made, subject of course to the qualification that the same shall not 
encroach on the capital. Courts will not interfere wdth such discretion unless it be 
first made to appear that the directors have acted or are about to act in bad faith 
and for a dishonest purpose. It is for the directors to say, acting in good faith of 
course, when and to what extent dividends shall be declared. 

» LieBman r. Auto Strop Co., 241 N. Y. 427 (1926). 
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Dividend policy. The investor in common stocks should study 
the dividend policy of the company in whose common stock he is 
interested. Determmation of the dividend pohcy requires analysis 
of the dividend record to ascertam (a) the amount of the dividend 
in relation to the earnings and (b) the form of the dividend. 

Conservative management requires that the available earnings 
should not all be distributed as dividends; at least part of the earn- 
ings should be retained in the business. In the instance of American 
Can Company, all earnings in excess of preferred stock dividend 
requirements during the period 1901-1922 were used to build up 
properties, earning power, and working capital, and as a result no 
distribution was made to the common stockholders. Since 1923, 
when the company made its initial payment on the common stock, 
the dividend policy has been dictated by the company’s expansion 
needs and current position. The impatient stockholder who insists 
that the management pay dividends before the company has accu- 
mulated adequate reserves is only jeopardizing his investment. In 
the long run he is Ukely to find that the company is unable to 
weather business storms because of insufiicient financial resources 
and that the value of his interest in the earnings and assets is 
probably negligible. 

On the other hand, retention of a large portion of the profits is 
not advantageous to the investor if the company has already built 
up adequate reserves. Under such circumstances the investor is 
justified in expecting the distribution of a large percentage of earn- 
ings. During the period 1937-1943, General Electric Company 
distributed an aggregate dividend of $10.55 a share, or approxi- 
mately 90 per cent of its earnings of $11.66 a share, and Eastman 
Kodak Company distributed an aggregate dividend of $43.75 a 
share, or about 73 per cent of its earnings of $59.63 a share. 

Analysis of dividend records reveals three general policies: (a) a 
regular dividend irrespective of current earnings, for example, 
American Telephone & Telegraph Company; (b) a dividend pro- 
portionate to current earnings, for example, General Motors Cor- 
poration and General Electric Company; and (c) a regular dividend 
at a minimum rate with occasional extra dividends, for example, 
companies in the petroleum industry. The chief difficulty with the 
first policy is that the dividend rate may be maintained too long 
after earning power has declined, as in the case of the New Haven' 
Railroad in the early years of the present century. The second 
policy has become increasingly more common in recent years owing 
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to Atia.nging business Conditions. It was especially conunon under 
the federal undistributed profits tax durmg 1937 and 1938. 

Form of dividend. The dividend may be paid in cash, in stock, 
in scrip, or in property. The usual form is cash. A stock dividend 
is paid in shares of the company. The Sun Oil Company, for 
example, declared a 10 per cent stock dividend in 1944. A holder of 
100 shares of common stock received ten additional shares as a 
dividend, thus increasing his holdings to 110 shares. A stock divi- 
dend represents the plowing back of profits by the capitalization of 
a portion of the earnings. The dividend declared by the Sun Oil 
Company resulted in the transfer of about $10,000,000 from the 
earned surplus account to the capital stock account. In some in- 
stances the dividend is paid partly in cash and partly in stock. 
During the past decade International Business Machines Corpora- 
tion has paid an annual dividend of $6 in cash and 5 per cent in 
stock of the company.® Occasionally a dividend is paid in scrip. A 
corporation that wishes to maintain an unbroken dividend record 
but temporarily cannot reduce its cash position in order to pay the 
current dividend in cash may pay the dividend in scrip, by which it 
promises to pay the dividend in cash at some future date, say three 
months. 

A dividend is occasionally paid in property. General Electric 
Company paid a dividend on the common stock of one sixth of a 
share of Radio -Corporation of America common stock, of which the 
company had to dispose in accordance with a regulation of the 
federal government. National Distillers Products Corporation once 
declared a dividend in warehouse receipts for whiskey on the basis 
of one case for each five shares of common stock held.’^ 

In order to prevent abuses in trading in stocks on which a prop- 
erty dividend 'may be contemplated and before adequate informa- 
tion is available on the nature and amount of the dividend to be 
distributed, the Securities and Exchange Commission has adopted 
two rules. The first rule requires the filing of reports promptly by 
issuers of securities registered on a national securities exchange 
whenever they decide to declare dividends or distributions in the 
form of an asset other than cash, stock, or a warrant for stock. A 
telegraphic report must be filed with each exchange on which any 
secmity of the registrant is restored and vrith the Commission not 

' 'Tile cash dividend was increased to $7.50 in 1936; the stock dividend was reduced 
to 2 per cent in 1935 and to 3 per cent in 1986. 

’’ 'Ihe Internal Bevenne Bureau fixed the value of the dividend for tax purposes at 
$7 a share. 
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later than midnight of the day upon which the dividend is decided. 
The report must contain a full description of the contemplated 
dividend or distribution, and similar reports are required whenever 
the terms are changed and upon actual declaration. If the Com- 
mission finds that the information on the proposed transaction is 
inadequate to permit investors to make a proper appraisal of the 
security’s value, it may order a temporary suspension of trading m 
the security on the exchange on which it is registered, pending avail- 
ability of adequate information. The second rule prohibits over- 
the-counter trading in a security during any period when the Com- 
mission has suspended exchange trading in the security “to prevent 
fraudulent, manipulative and deceptive practices.” The second rule 
operates automatically to outlaw over-the-counter trading during 
exchange trading suspension under the first rule. 

The form of dividend pasunent is usually influenced by the work- 
ing capital position of the company. Payment in cash presupposes 
adequate cash to meet the dividend payment and still provide 
ample cash for working capital purposes. On the other hand, pay- 
ment in stock leaves the cash position of the company intact. While 
the earnings of International Business Machines Corporation have 
been maintained over a considerable period, the pressing need for 
adequate working capital in the form of cash has resulted in the 
company paying part of the dividend in stock. Stock dividends give 
the stockholders evidence of the increase in their interest without 
reducing the working capital by a cash distribution. In some in- 
stances, however, the reduced surplus may be eliminated by a few 
bad years and any attempt to maintain the same dividend rate on 
the increased capitalization without regard to working capital posi- 
tion may prove disastrous. 

Stockholders of companies which declare stock dividends have 
been warned by the New York Stock Exchange to observe the rela- 
tion that exists between such dividends and current earnings. 'Hie 
Exchange has pointed out that such dividends should be capitalized 
against earned surplus and that the amount of earnings or earned 
surplus to be capitahzed for each dividend should be at least the 
fair market value per share. Unless this relationship is maintained, 
the stockholder may believe that the market value of the shares 
which he receives represents his pro rata share of capitalized cur- 
rent earnings, whereas the market value may exceed such income 
materially. The stockholder who retains the shares received as 
dividends instead of selling them has increased the number of shares 
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he owns but has not increased his proportionate equity in the 
company. If, as the Exchange urged, stock dividends were capital- 
ized at market values and against earned surplus or current earn- 
ings, surplus would place a restraint upon the declaration of stock 
dividends. The Exchange quoted two significant statements from 
a research bulletin of the American Institute of Accountants; "An 
ordinary stock dividend is not income from the corporation to the 
recipient in any amount”; and “upon receipt of such a dividend 
the cost of the shares previously held should be allocated equitably 
to such shares received as a stock dividend.” 

Surplus. Stockholders' should not rely upon accumulated earn- 
ings and the presence of a large surplus to carry dividends through 
poor years. The availability of such earnings for dividends depends 
upon the form m which they have been accumulated — whether in a 
liquid form or as investments in fixed property. In the former case, 
earnings are available for dividends in years of decreased income; in 
the latter case, the investment of surplus earnings in fixed property 
precludes their availability for dividends in poor years. For example. 
General Electric Company has followed the policy of building up 
and maintaining “plenty of reserve strength” as evidenced by cash 
and marketable securities holdings of the company. The building 
up of those large liquid resources has been due, in part, to the 
dividend policy of the management. For the period 1921-1933 the 
company added to surplus from earnings an average of 43 cents for 
every dollar paid out in dividends. The company was able to main- 
tain dividend payments continuously in spite of the decline in 
earnings after 1929, partly because of the reduction in the dividend 
rate but largely because of the substantial liquid working capital. 
The average annual payment to stockholders by the Pennsylvania 
Railroad 1933-1943 was only 46.5 per cent of earnings and, in the 
last four years of that decade, only 40 per cent of earnings. This 
more cautious dividend policy of recent years appeared attributable 
to conservation of cash for possible postwar needs and for reduction 
of debt. On the other hand, the continuous investment of earnings 
in fixed assets to the detriment of workmg capital may force a com- 
pany to reduce or eliminate the payment of dividends in years of 
declining earnings. 

Contractual limitations. In some instances the payment of divi- 
dends on the common jstock is limited by provisions in the bond 
indenture or by the preferred stock provisions. For example, the 
indenture of the Owens Illinois Glass Company debenture 2f ’s of 
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1952 provides that no dividend may be declared or paid except out 
of consolidated net income earned subsequent to December 31 
1936. The consolidated earned surplus on that date was $18 430 94$! 
The actual surplus available for dividends, therefore is the excess 
of the current surplus over the 1936 surplus of $18,430 943. Like- 
wise the indenture covering B. F. Goodrich first mortgage 4j’s of 
1956 prohibits the company from declaring dividends (except stock 
dividends) on any class of its stock or from retiring or acquiring 
any stock by purchase or redemption if such action would reduce 
the consolidated current assets of the company and its subsidiaries 
to less than the total consolidated indebtedness. 

Likewise the payment of dividends on the common stock may be 
restricted by the preferred stock provisions. Under the stock pro- 
visions of Cudahy Packing Company, no dividends can be declared 
on the common stock unless the entire accrued preferred stock 
dividends have been paid and the current half-yearly dividends 
declared on both classes of preferred stock. In addition, no divi- 
dends can be declared on the common stock which would reduce 
surplus below $3,500,000. The common stock of Worthington 
Pump & Machinery Corporation did not receive any dividend during 
the period 1922-1942 because of the preferred stock provisions. A 
capital readjustment was made in 1937 to permit payments of regu- 
lar dividends to holders of the preferred stocks. ■ Under the plan 
the new 4^ per cent prior preferred' stock was created and offered 
in exchange for class A 7 per cent preferred and class B 6 per cent 
preferred. Though the bulk of class A and class B preferred stock 
was exchanged for the new 4| per cent preferred, it was not until 1943 
that the dividend arrearage was entirely liquidated and the way 
cleared for the declaration of the first dividend on the common 
stock in twenty-one years. 

Dividend continuity. Some companies have paid dividends con- 
tinuously over a long period. A selected group of those companies 
includes the Pennsylvania Railroad (1848), American Telephone & 
Telegraph (1885), Diamond Match (1882), Standard Oil Company 
of New Jersey (1882), Consolidated Edison Company of New York 
(1885), and United Gas Improvement Company (1885). The pay- 
ment of continuous dividends does not necessarily mean, however, 
that the company has paid the same dividend every year. It means, 
rather, that the company has paid a dividend every year, the amount 
of which may have varied from year to year. For example, while 
the Pennsylvania Railroad has paid dividends continuously since 
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1848, the amount has varied, especially in recent years, from $4 in 
1930 to 50 cents in 1932-1935 and in 1938. 

Stock changes. Corporations sometimes change the number of 
shares of capital stock by either a split-up or a reverse split. Many 
corporations took advantage of the extended rise in the stock market 
in 1941H945 to plan a series of stock split-ups on the largest scale 
since 1929. Among the corporations that split up their stock were 
Westinghouse Electric Corporation (four for one), Louisville & 
Nashville Railroad (two for one), American Airlmes (two for one), 
Pepsi-Cola (three for one), and Schenley Distillers (three for two). 

Methods. A stock split-up is accomplished through an increase in 
the number of shares by reducing the par or stated value of the 
stock. For example, Westinghouse Electric Corporation split both 
its preferred and its common stock on a four-for-one basis by reduc- 
ing the par value of each class of stock from $50 to $12.50 a share. 
Prior to the split-up, the authorized capital consisted of 4,000,000 
shares with a par value of $50, of which 79,974 preferred and 
3,132,816 common shares were outstanding. As a result of the 
split-up, the authorized stock was increased to 16,000,000 shares 
with a par value of $12.50, of which 319,896 preferred and 12,531,264 
common shares were outstanding. Louisville & Nashville Railroad 
increased the number of shares from 1,170,000 to 2,340,000 by 
reducing the par value from $100 to $50 a share. Each stockholder 
received two shares of the new"$50 par value stock in exchange for 
one share of old $100 par value stock. ' 

Reasons. A corporation may be prompted to split up its stock by 
any one of five reasons. The corporation may desire to provide 
greater marketabihty for its stock. The effect of the split-up is to 
place the stock in a lower price bracket, where it is more hkely to 
attract the attention of new investors and thus give the stock a 
broader markqt. The spht-up of a stock on a two-for-one basis 
results in twice as many shares outstanding, thus broadening the 
market in the stock. At the same time the market value per share 
is reduced, thus making it available for a larger number of investors. 
Every split-up results in an increase in the number of shares out- 
standing. The increase is always proportional to the rate of ex- 
change; that is, the four-for-one split-up by Westinghouse Electric 
Corporation increased the number of common shares outstanding 
from 3,132,816 to 12,531,264. 

The reduction in the market price per share of the new stock, 
however, is not necessarily proportionate to the rate of exchange. 
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The mathematical axiom that the sum of the parts is equal to the 
whole seems not to hold true in the stock market. When the owner- 
ship of a company is split up into twice as many shares, the new 
stock usually sells for somewhat more than half as much as the old 
stock. For example, prior to the spMt-up of American Airlines 
com m on stock on a two-for-one basis, the old stock was selling at 
about 80, which meant that the adjusted price of the new stock on 
the basis of the split-up should be 40. The market price of the new 
stock, however, was about 45. Similarly, the old stock of Schenley 
Distillers sold at 52|- before the three-for-two spht-up, which would 
amoimt to 34f a share for the new stock on an adjusted basis. The 
market price of the new stock, however, was 43|. 

A corporation may wish to provide additional shares for the 
acquisition of new properties through the exchange of stock. For 
example, assume a corporation with 1,500,000 shares of authorized 
stock, each with a par value of $100, of which 1,000,000 shares are 
outstanding and 500,000 shares are unissued. Should the corpora- 
tion plan to acquire new properties through an exchange of stock, 
it would have only 500,000 shares of unissued stock available. If 
it splits up its stock by reducing the par value to $50 a share, it 
increases the number of shares of unissued stock to 1,000,000. 

A split-up of the stock permits a greater distribution of profits 
without raising the dividend rate. If a corporation that pays a 
dividend of $2 a share on 1,000,000 shares of no par value stock 
with a stated value of $100 splits up the stock into 2,000,000 shares 
by reducing the stated value to $50 a share, the same dividend rate 
of $2 a share would permit the payment on the new stock of the 
equivalent of $4 a share in dividends on the old stock. The holder 
of one share of the old stock received $2 a share. As a result of the 
split-up, he stiU receives $2 a share, but since he now has twice as 
many shares he receives $4 for every $2 previously received. 

In order to avoid reporting excessively large earnings per share, 
a company may seek to reduce the reported earnings per share by 
diffusing the earnings among a larger number of shares. A corpora- 
tion with a net income of $10,000,000 and 1,000,000 shares of $100 
par value stock outstanding earns at the rate of $10 a share. If the 
stock is increased to 2,000,000 shares by a reduction in the par 
value from $100 to $50, the earnings a share are reduced to $5. 
Schenley Distillers Corporation, whose earnings rose from $4.63 a 
share in 1942 to $7.66 in 1944, split up its stock on a three-for-two 
basis and later split it again on a four-for-three basis. 
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Dividend rates may be reduced by a split-up without sacrifice of 
income to the stockholder. In the instance of the LouisviUe & 
Nashville Railroad split-up, the dividend rate of $7 a share on the 
$100 par value stock was reduced to $3.50 on the $50 par value 
stock. The company declared an initial dividend of 88 cents on the 
new $50 par value stock, which, while not characterized as a 
“quarterly” dividend, implied an annual rate of $3.50. Inasmuch 
as the stockholder received two shares of $50 par value stock in 
exchange for one share of $100 par value stock, the impfication was 
that he would continue to receive a total of $7 on his holdings. 
The Standard Oil Company of Ohio split up its stock on a two- 
and-one-half for one basis by exchanging the old $25 par value 
stock for two and one-haM shares of new $10 par value stock. The 
company had distributed an .annual dividend on the old stock at 
the rate of $2.50 a share. At the time of the split-up, however, the 
management announced the 'expectation of placing the new stock 
on a regular annual dividend basis of $1 a share. 

Reverse split-up. A company may adjust its capital structure by 
a reverse split-up. In a reverse split-up the corporation reduces 
the number of shares in order to raise the depressed shares to higher 
price brackets where they will command greater confidence. The 
creation of a better market price for the stock may pave the way 
for new financing. United Cigar-Whelan Stores Corporation 
changed the authorized common stock from 6,000,000 shares of 10 
cents par value to 3,000,000 shares of 30 cents par value and ex- 
changed three shares of the old stock for one share of the new 
stock. As a result the outstanding stock was reduced from 5,709,924 
shares to 1,903,308 shares^ The change did not affect the aggregate 
par value of the outstanding stock nor of the surplus but it did 
leave a balance of 1,096,692 shares of authorized and unissued shares 
available for use at the discretion of the management. The initial 
market price of the new stock was 10^, compared to a previous price 
of less than 2 on the old stock. 

Guaranteed stocks. Guaranteed stocks, both preferred and 
common, are those upon which the dividend is guaranteed by a 
company other than the issuer. Guaranteed stocks are confined 
almost entirely to the railroad field.® As a group, they arose out of 
the leasing of one railroad (lessor) by another railroad (lessee and 
guarantor) in the process of consolidating the older or smaller lines 
into a railroad system. The properties of the smaller lines were 

® See Chapter Two for a discussion of guaranteed bonds. 
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highly desirable in the building up of the main routes of the system 
or for their value in the origmation of traffic. The stockholders of 
the smaller hnes were induced to approve the leasing of their Ime 
to the larger road by the latter guaranteemg a specified ammal 
dividend on the preferred and common stocks. For example, the 
Pennsylvania Railroad leased the Pittsburgh, Port Wayne & 
Chicago Railroad in 1871 under a 999-year lease which wiU expire 
in 2870. The Pittsburgh, Fort Wayne & Chicago Rahroad property 
constitutes the main line of the Pennsylvania Railroad from Pitts- 
burgh to Chicago. Under the lease the Pennsylvania Raihoad 
guarantees a 7 per cent dividend on both the preferred stock and 
the common stock of the Pittsburgh, Fort Wayne & Chicago Rail- 
road. Since each class of stock has a par value of $100, each is 
entitled to an annual dividend of $7. 

The pa 3 nment of the rental by the lessee railroad is either in the 
form of a direct payment of the dividend on the stock to the stock- 
holders or a lump-sum payment to the lessor raihoad, which 
in turn makes the distribution to its stockholders. Most of the 
leases held by the Delaware, Lackawanna & Western Raihoad, 
for example, provide for payment of the rentals directly to 
the stockholders, but under the lease of the Cayuga & Susque- 
hanna Railroad the rental is paid in a lump smn dhectly to the lessor 
railroad. 

A guaranteed stock assumes the nature of a bond in that the 
dividend on the guaranteed stock, as part of the rental, is a fixed 
rather than a contingent charge to the lessee. A guaranteed stock 
differs from a guaranteed bond, however, m two important respects. 
Fhst, in the instance of a stock, the guarantee apphes only to the 
dividend, whereas in the case of a bonS^ the guarantee apphes to 
the interest and often to the principal as weU. Second, in the event 
of failure to pay the dividend on the guaranteed stock, the stock- 
holder can maintain a cause for action only against the guarantor, 
whereas in the event of default in the payment of interest or 
principal on the guaranteed bond, the bondholder has a dual 
claim enforceable against either the obhgor or the guarantor or 
both. 

Investment 'position. The investment position of a guaranteed 
stock depends upon (a) the nature of the guarantee, (b) the value 
of the underlying property to the guarantor, and (c) the financial 
responsibility of the guarantor. Though adjustments have been 
made in some cases where the guarantor has become bankrupt. 
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many railroads have continued to pay dividends on guaranteed 
stock even while in receivership. For example, the 7 per cent stock 
of the Peoria & Bureau Valley Railroad, guaranteed as to dividends 
by the Rock Island, Chicago & Pacific Railroad, was selling at about 
100, while the Rock Island, Chicago & Pacific Railroad first mort- 
gage 4’s of 1988, in default, were selling at 15. The good record of 
guaranteed stocks has been due in most cases to the importance 
of the lessor’s property to the lessee. If dividends were not paid, 
a default under the lease would have resulted and the property 
returned to the lessor stockholders. Guaranteed railroad stocks, 
as a class, have a good dividend record. Approximately two thirds 
of the 146 issues outstanding have paid dividends continuously for 
over forty years. Prior to 1936 the record was practically clear of 
defaults and many of the issues survived several reorganizations. 
There have been comparatively few defaults since 1936. 

Under a court ruUng, a leased railroad is obliged to pay income 
taxes on amounts received as lease rental by it or its stockholders. 
Federal income and excess profits tax burdens have led some rail- 
roads to seek the termination of such leases through merger. The 
New York Central Railroad, for example, had a lease agreement 
with the New York & Harlem Railroad under which rent was paid 
in the form of a dividend at' the annual rate of 10 per cent to the 
stockholders of the latter railroad. Since the New York Central 
Railroad owned approximately 98 per cent- of the outstanding 
shares of the New York & Harlem Railroad common stock, it was 
really paying taxes on dividends paid to itself. To effect a merger 
of the two railroads it was necessary for the New York Central 
Railroad to acquire the minority stock of the New York & Harlem 
Railroad, which aggregated 62,500 shares. The New York & Harlem 
Railroad issued $7,820,000 of 100-year 4 per cent non-callable mort- 
gage bonds, which the New York Central Railroad purchased. The 
latter railroad gave those bonds to the minority stockholders of the 
former railroad in exchange for their stock at the rate of $125 of 
new bonds for each share of stock. 

In like fashion, the Delaware, Lackawanna & Western Railroad 
negotiated an exchange of bonds for the guaranteed stock of some 
of its leased lines — the Morris & Essex Raiboad, the Utica, Che- 
nango & Susquehanna .Valley Railway, and the Oswego & Syracuse 
Railroad. A similar step was taken by the Delaware & Hudson 
Railroad with respect to its leased lines —r the Rensselaer & Saratoga 
Railroad and the, Albany & Susquehanna Railroad. 
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1. Define a share of stock. 

2. Explain the significance of a stock certificate. 

3. Discuss the nature of the stockholder’s interest in the corporation. 

4. Distinguish between par value and no par value stock. 

5. Discuss the relation between par value and market value. 

6. Indicate the distinction between the position of the bondholder and of the 
stockholder. 

7. Define a preferred stock. 

8. How may the preferred stockholder ascertain the nature of the preferences 
accorded him by the preferred stock? 

9. Name the preferences that a preferred stock may have. 

10. How is the annual dividend rate on a preferred stock stated? 

11. In what way is the dividend rate on the preferred stock comparable to the 
interest rate on a bond‘d 

12. In what way is the dividend rate on the preferred stock unlike the interest 

rate on the bond‘d’ < 

13. Discuss the investment significance of a preferred stock as to dividends. 

14. What IS meant by a preferred stock dividend being ^^in arrears”? 

15. Name two usual methods of eliminating preferred stock dividend ^'arrears.” 

16. Discuss the investment significance of the cumulative feature in a preferred 
stock. 

17. Distinguish between a preferred stock that is non-participating and one 
that is participating simply. 

18. Discuss the investment significance of participation. 

19. What is meant by a convertible preferred stock'i’ 

20. Discuss the two factors that influence the value* of a convertible preferred 
stock. 

21. Wdiat is meant by a stock preferred as to assets”? 

22. WThat is the relation between the amount of the preference and the nature 
of the liquidation? 

23. Discuss the investment significance of the preference as to assets. 

24. Distinguish between voting and vetoing power of a preferred stock. 

26. What is meant by a call clause in the preferred stock provisions? 

26. In preferred stocks that are either callable or convertible at prices varying 
during the period of the option, why does the redemption price decrease and the 
conversion price increase with the later dates? 

27. Discuss the investment significance of the call option in a preferred stock. 

28. Discuss the investment position of preferred stockholders relative to bond- 
holders and common stockholders. 

29. Define common stock. 

30. Why are common stocks called equities”? 

31. What factors govern the payment of dividends on common stock? 

32. Name and explain the four forms in wMch dividends may be paid. 

33. How may the dividend policy on a common stock be determined? 

34. Name and explain three general dividend policies. 
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35. Discuss the relation of a large surplus to dividend payments. 

36. In what ways may the payment of common stock dividends be limited by 
bond or preferred stock provisions? 

37. Explain the meaning and significance of a stock split-up and a reverse 
split-up. 

38. Define a guaranteed stock. 

39. Name two respects in which a guaranteed stock differs from a guaranteed 
bond. 

40 . Discuss the investment position of a guaranteed stock. 

Assignment 

(a) Compare the following investment features of the preferred stocks of General 
Motors, Consolidated Edison (N. Y.), and United States Steel: name of stock, 
dividend rate, par value, asset preference, votmg power, vetoing power, cumu- 
lative feature, arrearage, callable, convertible, participation, subject to prior 
bonds, listed. 

(b) Determine the annual dividend m dollars of the following preferred stocks: 


Dividend Rate Par Value 

A 7 per cent . . . . . $100 

B 7 per cent .... . $ 50 

C 6 per cent $ 25 

D . . . . $5 No Par 


(c) A corporation has outstanding $3,000,000 of common stock and $2,000,000 
of 5 per cent preferred stock. Each class of stock has a par value of $50. If 
the corporation distributes $600,000 as current annual dividends, determine 
the dividend (m dollars and in rate) which would be paid on each class of stock 
if the preferred stock is cumulative, participating s.mply, and is in arrears for 
two years^ annual dividend. 

(d) A company that has outstanding 1,500,000 shares of immediately participating 
4 per cent preferred stock (par value $80) and 3,500,000 shares of common 
stock pays a dividend of $5,760,000 on the preferred stock and $2,240,000 on 
the common stock. Indicate how much of the preferred stock dividend was a 
participating dividend. 

(e) A preferred stock, paying $1.50 a share annual dividend, is convertible into 
Ij shares of common stock, which pays an annual dividend of $2 plus extra 
dividends. Compute the dividend a preferred stockholder would receive were 
he to convert the preferred stock into common stock. 

(f) Indicate the effect upon the asset and liability items in the balance sheet of 
the payment of a dividend on the common stock in (1) cash, (2) scrip, (3) stock, 
and (4) property. 

(g) A company that had 38,280 shares of $5 cumulative preferred stock and 
141,792 shares of common stock outstanding reported as follows: 


This Last Previous 

Year Year Year 

Preferred Stock: 

Earned per share $31.92 ‘$22.02 $17.08 

Dividend paid 7.60 ml nil 

Common Stock: 

Earned per share ...... 7.27 4.60 3 26 

Dividend paid ...... nil nil nil 
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Account for the failure to pay a dividend on the common stock in each year in 
view of the earnings on the common stock. 

(h) A stockholder purchased 100 shares of common stock of a company in 1943. 
The company split up the stock on a four-for-one basis in 1944 and again on 
a three-for-two basis in 1945. Compute the number of shares that the stock- 
holder would own after the split-up in 1945. 

(i) Account for the change m the price of Sears Roebuck common stock from 
143i on October 22, 1945, to 37| on October 23, 1945, following a four-for-one 
split-up of the stock. 

(j) Indicate the price range of the following common stocks since 1932: (1) East- 
man Kodak, (2) Norfolk &: Western, (3) International Business Machines, 
(4) Du Pont, (5) Allied Chemical, and (6) American Telephone & Telegraph. 

(k) Indicate the guarantor and the nature of the guarantee on the stocks of the 
following railroads (1) Beech Creek, (2) Boston & Albany, (3) Cleveland & 
Pittsburgh, (4) Umted New Jersey Railroad & Canal, and (5) Vicksburg, 
Shreveport & Pacific. 
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Introduction. Securities are traded either on an exchange or 
over the counter. Issues traded on an exchange are bought and sold 
through brokers. A broker is a member of the exchange and acts 
as an agent in executing the orders of a customer to buy or to sell 
securities traded on the exchange. He buys and sells for the account 
and risk of the customer; he does not possess an ownership interest 
in the securities so bought or sold. He may, and often does, act as 
a principal in purchasing and selling for his own account. As a 
principal, however, he must give precedence to orders held for others 
at the same price. His compensation as a broker is in the form of a 
commission paid by the customer for whom he executes the order. 

Securities traded over the counter, on the other hand, are bought 
from and sold to dealers. An over-the-counter dealer acts as a 
principal in buying directly from or selling directly to a customer. 
He purchases securities outright and acquires ownership of them. 
He sells securities in outright sale, delivering the securities in which 
he actually has ownership. His compensation is in the form of a 
profit representing the difference between the price at which he 
sells the security to the customer and the price .at which he pur- 
chased the security. The over-the-counter dealer may also act as 
a broker by executing orders for his customers on a brokerage basis. 

National securities exchanges. The principal fimction of a 
securities exchange is to provide a convenient market place where 
seasoned securities may be bought and sold. Trading in a security 
listed on the exchange is concentrated at a “post” on the trading 
floor, which constitutes the “market.” 

Groups of securities. Exchanges are allowed to have two groups 
of securities: those that are regularly listed and those, that are not 
listed but are admitted to trading privileges. Some exchanges, such 
as the New York Stock Exchange and the Chicago, Cincinnati, 
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Cleveland, St. Louis, San Francisco, and Washington stock ex- 
changes, require that all security issues traded on their floors be 
listed. Trading on the floor of the New York Stock Exchange, for 
instance, is restricted to those securities that have been admitted 
to the Exchange, or, as they are commonly called, “listed” 
securities.^ 

Listing. A corporation seeking to have its security listed on the 
New York Stock Exchange must file a formal application with the 
Exchange. The applicant must be a going concern with substantial 
assets or demonstrated earning power, or both. Particular emphasis 
is placed by the Exchange upon the degree of national interest in 
the company, its standing in its field, the character of the market 
for its products, its relative stability and position in its industry, 
and whether or not it is engaged in an expanding industry with 
prospects of maintaining its position. The particular security for 
which listing is sought must be sufficiently widely distributed to 
offer reasonable assurance that an adequate auction market in the 
security exists. The data submitted in support of the application 
must include ; (a) a brief description of the company’s business, its 
products, date of organization,, markets where the security to be 
listed is traded, available data as to recent price range and volume 
of trading; (b) latest available income account, smplus account, 
and balance sheet, and copies of annual reports for the past five 
years; (c) a detailed schedule showing the distribution of the 
security. 

Listing fees. An applicant company whose security is accepted 
for listing has a choice of either of two schedules of listing fees. 
Schedule A provides for a continuing fee with an initial payment at 
the time of listing of $50 per 10,000 shares of stock or fraction 
thereof, with a mmimmn initial fee of $2,000 and a continuing 
annual fee for a period of fifteen years of $75 per 100,000 shares 
with a minimum aimual fee of $200. For companies having more 
than 2,000,000 shares outstanding, the continuing fee is $50 per 
100,000 shares for all shares in excess of 2,000,000 shares. Sched- 
ule B provides for a fee of $120 per 10,000 shares or fraction thereof, 
with a minimum fee of $5,000 at the time of listing. While under 
this schedule no continuing fee is payable, a further fee amounting 
to one quarter of the initial fee is payable if the issuer changes the 
n ame of the corporation, the par value of the secfirity, or the name 

1 The New York Stock Exchange discontinued its unlisted trading d^artment in 
1910 . 
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of the security. In addition to the listing fee, the applicant com- 
pany must pay the cost of printing the listing application. 

Transfer facihties. Facilities for the transfer and registration of 
stock must be maintained in accordance with the rules of the 
Exchange. The transfer agent and the registrar may not be iden- 
tical, and both must be acceptable to the Exchange.^ The registrar 
must be a bank or trust company. The transfer agent or registrar 
may not be changed, nor may additional transfer agents or regis- 
trars be appointed without the approval of the Exchange. 

Significance of listing. The fact that a security is listed, however, 
does not place upon it the stamp of investment quality. The listing 
application is designed to serve the dual purpose of (a) placing 
before the Exchange the information essential to its judgment as 
to the suitability of the security for public trading on the Exchange 
and (b) providing the investing public with information needed to 
judge the qualities of the security. The listing of a security by the 
Exchange simply means that the Exchange regards the issue as 
suitable for public trading on the floor of the Exchange. 

Unlisted trading privilege. Many exchanges, including the New 
York Curb Exchange, have also granted unlisted trading privileges 
to certain issues of securities. Approximately 900 stock issues and 
175 bond issues are admitted to unlisted trading privileges on 
national exchanges. In contrast to a listed security, which becomes 
listed on an exchange through the initiative of the issuer, an issue 
is admitted to unlisted trading privileges on an exchange through 
the initiative of the exchange itself. 

Unlisted securities that are admitted to trading privileges are 
divided into three groups; those that had already been admitted 
prior to March 1, 1934; those that are regularly listed on another 
exchange; ® and those of companies on which there is available in- 
formation substantially equivalent to that required for duly listed 
securities. A security may be admitted to unlisted trading privileges ' 
only with the consent of the Securities and Exchange Commission, 
which must be satisfied that there exists in the vicinity of the ex- 
change a suflSciently widespread public distribution of the issue and 
sufficient public trading activity jn it to render the extension of the 

2 Except under unusual circumstances, "the transfer agency must be located south of 
Chambers Street in the Borough of Manhattan, New York City 

’ The common stock of Consolidated Edison Company of New York, which is listed 
on the New York Stock Exchange, has unlisted tradmg privileges on the Boston, Phila- 
delphia, and San Francisco stock exchanges; the common stock of Seiberlmg Rubber 
Company, which is listed on the Cleveland Stock Exchange, is also traded on the un- 
listed section of the New York Curb Exchange. 
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privilege “necessary or appropriate in the publig interest or for the 
protection of investors.” ^ Unlisted trading privileges may be 
terminated only by the Commission, and then either upon the 
initiative of the Commission or upon application by the broker or 
dealer who makes or creates the market in the security, or by any 
other persons having a bona fide interest in such termination.® 

The New York Stock Exchange. The preeminence of the New 
York Stock Exchange is evidenced by the fact that it handles 
approximately 85 per cent of the sales on registered exchanges, 
75 per cent of the trading in stocks, and 90 per cent of the trading 
in bonds on the exchanges. The New York Stock Exchange handled 
a record volume of 1,126,000,000 shares in 1929. In 1933, when 
industry was engulfed by depression but security trading was stimu- 
lated by devaluation of the dollar, 675,000,000 shares exchanged 
ownership. The bull market of 1936 involved a volume of 
496,000,000 shares. 

Membership. It is a voluntary association of individual members 
The membership was increased in 1929 from 1,100 to 1,375, or by 
275 seats, each member receiving the right to one fourth of a new 
seat which he could dispose of by sale or transfer within three years. 
The membership was brought to the present total of 1,375 by the 
transfer of the last of those rights on March 3, 1932. The price of 
a membership has ranged from $500,000 in 1929 to $17,000 in 1942. 

Members of the Exchange may be divided roughly into four 
classes: (a) commission brokers, who constitute about one half of 
the membership and who handle buying and selling orders in stocks 
or bonds for the general public for a commission; (b) specialists, 
comprising one quarter of the membership, who, restricting their 
trading activities to one or more stocks, buy and sell those stocks 
for their own account or as floor brokers for other members who 
have orders to execute in those stocks; (c) odd-lot brokers, repre- 
senting one tenth of the membership, who buy and sell in less than 
the standard 100-share trading lots; and (d) floor traders who trade 
solely for their own account. 

Exchange registration. All securities exchanges are subject to 
federal supervision. Under the Securities Exchange Act of 1934, 
it is unlawful to effect any transaction on an exchange unless the 

^ An issue admitted by the Commission to unlisted trading on an exchange is deemed 
to be registered with the Commission within the meaning of the Securities Exchange 
Act of 1934. 

® Issuers whose securities are admitted to unlisted trading privileges are not required 
to pay any fees to the exchange 
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exchange is either registered with the Securities and Exchange 
Commission as a “national securities exchange” or has been 
exempted from such registration by the Commission, An exchange 
may register with the Commission by filing the prescribed registra- 
tion statement. The exchange is registered if, in the opinion of the 
Commission, it — 

. , . is so organized as to be able to comply with the provisions of this title and the 
rules and regulations thereunder, and that the rules of the exchange are just and 
adequate to insure fair dealing and to protect investors. 

An exchange may be exempted from registration by the Commis- 
sion, however, when: 

... by reason of the limited volume of transactions effected on such exchange, it is 
not practicable and not necessary or appropriate in the pubhc interest or for the 
protection of investors to require such registration. ^ 

Among the exchanges exempted by the Conomission are the Colorado 
Springs, Honolulu, Minneapolis-St. Paul, Richmond, and Wheeling 
exchanges. The Wheeling Stock Exchange, for example, consists of 
seven members representing four firms. The exchange has no trad- 
ing floor. The members submit their bids and offers to the secretary 
by telephone and also ascertain bids and offers by this means; 
members thereafter deal with each other directly. Transactions^ 
however, must be reported to the secretary immediately. The 
trading unit is ten shares; smaller amounts are considered odd 
lots. 

Security registration. All securities traded on an exchange, except 
public issues of domestic origin (including federal obligations and 
instrumentalities and state and municipal bonds), must also be 
registered with the Commission. While the registration of a security 
with the Commission is separate and distinct from the listing of the 
security with the exchange, the approval of listing by the latter is 
one of the prerequisites to effectiveness of registration of a listed 
security. Registration under the Securities Exchange Act of 1934 
requires the filing with both the exchange and the Commission of 
a registration statement conforming to the rules of the Commission, 
and the certification by the exchange to the Commission that it 
has received what purports to be a registration statement and has 
approved the security for listiag and registration. Ordinarily regis- 
tration becomes effective automatically thirty days after receipt by 
the Commission of the exchange’s certification, but may become 
effective within a Sorter period by order of the Commission. 
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The information required of the issuer in the application for 
registration may be summarized as follows: 

(a) The organization, financial structure, and nature of the business. 

(b) The terms, position, rights, and pri-s^eges of the different classes of securities 
outstandmg. 

(c) The terms on which securities are to be and durmg the preceding three years 
have been offered to the public or otherwise. 

(d) The directors, officers, and underwriters, and each security holder of record 
holding more than 10 per cent of any class of any equity security of the issuer, 
their remuneration, and their interests in the securities of and then material 
contracts with the issuer and any person directly or indirectly controUing or 
controlled by or under direct or induect common control with the issuer. 

(e) Remuneration to others than directors and officers exceeding $20,000 a year. 

(f) Bonus and profit-sharmg arrangements. 

(g) Options existing or to be created in respect of their securities. 

(h) Balance sheets and profit and loss statements for not less than- the three pre- 
ceding fiscal years, certified by independent public accountants. 

(i) Any further financial statements which the Commission may deem necessary 
or appropriate for the protection of investors. 

The issuer must agree to keep such information reasonably current 
thereafter. 

Over-the-counter market. The over-the-counter market is an 
equally essential part of the securities markets. It provides facilities 
for the distribution of new issues among investors and for trading 
in outstanding issues. The securities traded may be classed as 
(a) those traded exclusively over-the-counter and (b) those traded 
both on an exchange and over-the-counter. The issues traded 
exclusively over-the-counter include such issues as United States 
Treasury notes and bills, territorial bonds, Federal Land Bank 
and Federal Home Loan Bank bonds, state bonds, municipal bonds, ' 
railroad equipment trust obligations, bank and insurance company 
stocks, investment trust issues, and real estate bonds.® In addition, 
many railroad, public utility, and industrial issues are traded ex- 
clusively over-the-counter. They consist primarily of small or 
medium-size issues of small companies. Pro m i n ent among the 
issues that are traded both on an exchange and over-the-counter 
are United States Treasury bonds and such instrumentalities as 
Federal Farm Mortgage Corporation and Home Owners’ Loan 
Corporation issues. The volume of trading in these issues, especially 
Treasury bonds, in the over-the-counter market ordinarily exceeds 
that on the exchanges. Since transactions in those securities are 
usually 'in large blocks, they can be completed more readily over- 

® Most bank, insurance company, and investment trust issues are traded over-tbe- 
counter, but a few are traded on the Exchange. 
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the-coxmter than on an exchange. In addition, certain railroad, 
public utility, industrial, and foreign government issues that have 
inactive trading markets on the exchanges are also traded over-the- 
counter. 

Dealers. The market in over-the-counter securities is made by 
dealers within and between their offices at prices established by 
individual negotiation, that iSj through bid and offer prices. Dealers 
“create” and “maintain” markets in the securities. A dealer cre- 
ates a market for a security when he is prepared both to buy and 
to sell that security at the prices he quotes. He maintains such a 
market when he continues over a period to quote the prices- at which 
he is ready both to buy and to sell. A dealer creates and maintains 
a market for any issue of bonds or of stock by announcing openly 
to the other dealer and broker houses that he stands ready both to 
buy and to sell that security at the bid price and the offering price 
that he quotes to those who inquire. For example, a dealer may 
quote the “market” in a security as “95-95|.” In that way the 
dealer announces that he will buy the security from sellers at 95 
and will sell to buyers at 95f . The combined bid and offering price 
quotation is called the “market.” He quotes the market without 
knowing in advance whether the inquirer intends to buy or to sell. 
The option to buy or to seU at the quoted price lies with the 
inquirer. 

The securities houses that act as dealers or brokers in the over- 
the-counter market include investment banking houses, over-the- 
counter houses, municipal bond dealers, government bond dealers, 
stock exchange member firms which operate over-the-counter trad- 
ing departments, and dealer banks. Many investment banking 
houses have trading departments through which they deal in out- 
standing bonds and stocks. They also are extremely active in the 
primary distribution of new issues of corporate, municipal, and other 
securities.^ Over-the-counter houses are engaged chiefly in buying 
and selling corporate bonds and stocks or foreign securities as 
dealers or brokers and in creating and maintaining a market for 
such securities. Municipal bond houses engage chiefly in trading in 
outstanding municipal issues. They participate with dealer banks 
and other houses that deal secondarily in municipal issues in creat- 
ing and maintaining the market for municipal securities of all kinds. 
They also buy or participate with other houses or with banks in 
buying new i®ues of municipal securities directly from the issuers, 

’ See Chapter Seven, “New Secnrity Issues.” 
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usually at public bidding, and distribute those securities among 
investors. Government bond houses, together with dealer banks, 
create and maintain the market for government issues. As a general 
rule, however, they also act as dealers in corporate and other securi- 
ties. Many stock exchange member firms have over-the-counter 
trading departments through which they buy and sell bonds and 
stocks in the over-the-counter market as dealers or brokers. The 
larger conunercial banks usually have government bond and munici- 
pal bond departments which act as dealers in those obligations. 
Under the law, banks may act as dealers only in government and 
municipal bonds. 

Dealer specialization. Houses that trade in the over-the-counter 
market tend to specialize in a particular field. Dealer banks deal 
only in United States government and municipal issues. Some 
bond houses speciaUze in United States government issues and 
others in municipal issues. A still greater degree of specialization is 
found among municipal bond houses, some of which confine their 
activities to the obligations of the larger and more important states 
and cities, others to the obligations of a single state and of municipal 
issuers within that state. Within the field of corporate issues, some 
houses specialize in the securities of banks, trust companies, and 
insurance companies; some in guaranteed railroad stocks; and others 
in either railroad bonds, public utility issues, or industrial securities. 
A number of houses specialize in Canadian and other foreign issues. 
The investor who wishes to buy or to sell a particular security is 
not obliged, however, to deal only with a house that specializes in 
that issue. He may effect the transaction with the house through 
which he ordinarily does business, which makes the purchase or sale 
directly with a house specializing in the issue. The house through 
which he ordinarily deals may trade net or may act as a broker and 
charge a commission. 

Significo/ncB of specicdization. Specialization has resulted in the 
creation of an open market in which many unlisted secmities have 
gained a degree of marketability as active as that of the average 
listed security. A house that creates and maintains prunary markets 
for the securities in which it specializes acts as a dealers’ dealer. 
Other dealers and brokers who receive from their customers inquiries 
or orders to buy or to sell and who know that the house stands ready 
to buy and to sell that security generally go directly to the specialist 
house. The specialist house becomes a focal point of buying and 
selling interest and serves as an intermediary by buying from sellers 
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and selling to buyers. Unlike the exchanges, which are open during 
estabhshed trading hours (often “ten to three”), over-the-counter 
dealers make their own hours and are generally willing to trade 
from 10 A.M. to 4 p.m. and even later. Dealers in United States 
government securities close trading at 4 p.m. on full days. 

Negotiation. The terms “power of negotiation” and “negotia- 
tion” have special meanings in over-the-counter transactions. 
Under the “power of negotiation,” a person who wishes to sell or to 
buy a security has the privilege of approaching a dealer directly, or 
through a broker as agent, a number of houses that deal in the 
security in an effort to determine the prices at which the houses 
stand ready to buy or to sell the security. He is not obliged to 
disclose whether his intention is to buy or to sell. Inasmuch as a 
number of houses usually make a market in the same issue, trading 
becomes highly competitive. To attract sellers, a house bids as 
high as it profitably can and to attract buyers keeps its offering 
prices as low as it is profitable to do. The individual who wishes to 
sell, therefore, has the privilege of seeking out the highest available 
bid for his holdings. By the same token, an individual who wishes 
to buy has the privilege of seeking the lowest offer. In addition to 
determining the market prices, the inquirer may ask the size of the 
market, that is, the number of shares of the stock or the amount 
of the bonds the house making the market will trade at the prices 
quoted. The individual obviously proceeds to negotiate with the 
house making the best bid or offer, as the case may be. 

Quotations. A house that makes a market in an issue usually 
“maintains a position” in the security by trading (buying and 
selling) against its position in the issue. It buys and sells for its 
own account and risk as principal. Over-the-counter dealers make 
two kinds of quotations: nominal and firm. A nominal quotation 
is used to indicate an approximate market for a security when no 
actual bid and asked prices are available, and is Subject to con- 
firmation. A firm quotation, on the other hand, means that the 
dealer is prepared actually to do business at the quoted prices.® It 
is subject to acceptance within a fixed period of time. A market 
quotation of “49-51” indicates the range within which the dealer 
is willing to bargain — that he is willing to pay at least 49 and does 
not expect to sell for more than 51. To secure an order he is often 
willing, to “close the spread” by bidding 49^ for a specific number 
of shares or offering a specific number of shares for 50| on a firm 

» Unless otherwise specified, quotations of bid and offer prices are on a fiirm basis. 
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basis. As a rule, competition among dealers keeps prices near a 
uniform level in every issue and the quotation spread within reason- 
able hmits. Another factor entering into the price is the number 
of bonds or shares involved. Securities come on the market in 
varying amounts, ranging from one bond or one share to thou- 
sands. The number of bonds or shares involved in the transaction 
obviously affects the price in the transaction. 

Unlike the exchanges, where sales in a particular security are 
concentrated at one post on the exchange floor and the actual prices 
at which the security is sold are reported, the over-the-counter 
market is unable to report all transactions in a security. For this 
reason the quotations on over-the-counter securities are given in the 
form of bid and ask prices. The quotations which appear in the 
daily newspapers are reported by representative dealers and are 
supplied in most instances by the National Association of Securities 
Dealers. 

National Quotation Bureau. To find markets for the many thou- 
sands of issues of bonds and stocks traded over-the-counter, the 
dealer must find the dealers throughout the country who are makin g 
a market in, or who are actively interested in buying or selling, the 
particular issue. This service is provided by the National Quotation 
Bureau, Inc. (New York), which collects and disseminates quota- 
tions daily to its subscribers in all parts of the country.!” 
daily service reports the names of the dealers and the bid and offer- 
ing prices quoted by the dealers in the bond and stock issues in 
which they ai'e creating and maintaining markets, or in which they 
have a buying or selling interest. Obviously, the number of issues 
listed varies from day to day, depending upon the bids and offerings 
of the subscribing dealers. The daily service is published in three 
sections: an Eastern section from the Bureau’s main oflSce in New 
York; a Western section from Chicago; and a Pacific Coast section 
from San Francisco. A subscriber who wishes to insert a bid or an 
offer in the daily quotation service makes out a ticket showing the 
firm’s name, telephone number, date, nuinber of shares wanted or 
offered, and a bid and ask price for at least half of the issues which 
he stands ready to buy or to sell. These quotations are collected, in 
New York, about noon by a squad of messengers while out-of-town 
dealers send in quotations by telephone, telegraph, teletype, or 

® The WaE Street Journal, for example, indicates that the over-the-counter market 
quotations are ‘*obtamed from the National Association of Securities Dealers, Inc., and 
other sources but are unofficial. Origm of any quotation will be furnished on request,^’ 

“ Dealer subscnbers to this service must meet stringent requirements. 



64 INVESTMENT ANALYSIS 

air mail. Between 2 p.m. and 5 p.m. the quotations ar6 sorted alpha- 
betically according to issue, stenciled, and printed. Daily quota- 
tion issues may average 120 pages and contain 3,100 bond issues 
and 4,100 stock issues, or a total of 7,200 issues. By 6 p.m. the issue 
has been printed, placed in pre-addressed envelopes, and shipped to 
the various financial centers for distribution. The following morn- 
ing subscriber dealers throughout the country have the quotations 
ready to serve their customers. By means of this service the dealer 
having an order to buy or to sell a particular security learns the 
names of the houses reported as making a market or having a buying 
or selling interest in that security, and the bid and offering prices 
which they are quoting. There is no assurance that the prices 
quoted the previous day still prevail in the face of overnight eco- 
nomic, financial, or political developments, but the dealer with the 
order at least knows with whom to open negotiations. 

Federal supervision. The over-the-counter market is also subject 
to the supervision of the Securities and Exchange Commission. 
Under the Securities Exchange Act of 1934, dealers or brokers may 
not lawfully^ do business in the over-the-counter market unless 
registered with the Commission. Exemption from this requirement 
is extended to dealers and brokers whose business is exclusively 
intrastate or who deal only in exempt securities (United States 
Government and municipal securities), commercial paper, bankers’ 
acceptances, or commercial bills. Registration of dealers has two 
purposes: (a) to bring dealers and brokers within the control and 
supervision of the law and of the Commission, and (b) to facihtate 
legal proceedings. Registration is effected by filing a broker-dealer 
registration statement with the Commission. The registration 
statement becomes effective thirty days after filing unless the 
Commission denies registration. Registration of a dealer, however, 
does not mean that the Commission has in any way passed upon 
the business of the dealer.^^ Any false, fraudulent, or misleading 
statement, or any misrepresentation, constitutes ground for sus- 
pension or revocation of registration. 

The problem of supervision of over-the-counter brokers and 
dealers is reflected to some extent in the fact that approximately 
4,000 such brokers and dealers are registered with the Commission. 

National Association of Securities Dealers. Regulation of the over- 
the-counter market by the Commission is effected through the 
National Association of Securities Dealers. This Association was 

“ Securities and Exchange Commission, Rule X-15C1-3. 
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organized under authority of the Maloney Act of 1938. The Maloney 
Act amended the Securities Exchange Act of 1934 by adding a 
separate section (Section 15A) which permits associations of brokers 
or dealers to register with the Commission as national securities 
associations or as aflfihated securities associations under required 
terms. While an association as such is not required to register with 
the Commission, registration is necessary if the association wants 
to exercise over its members an effective regulation of the scope 
provided for in the Act. The registration of the National Associa- 
tion of Securities Dealers, Inc., became effective. August 7, 1939. 
It is a non-profit membership corporation supported by dues, 
assessments, and other charges paid by the members.^^ A unique 
provision of the Maloney Act is that members of the association, 
when registered with and approved by the Commission, may do 
business with each other on preferential terms which may not be 
extended to non-members. Since non-members may not enjoy the 
customary price concessions from wholesalers to retailers, practically 
all of the more active dealers and brokers in corporate securities are 
members. 

Any broker or dealer engaged in the over-the-counter business is 
eligible for membership provided only that he has never been 
expelled from a national securities exchange or a national secmities 
association. Rules of fair practice adopted by the membership are 
filed with the Commission. The Association has adopted the rules 
of the Commission governing transactions in the over-the-counter 
market and, in addition, other rules of fair practice not covered by 
the rules and regulations of the Commission. The self-disciplinary 
actions of the Association are subject to review by the Commission. 
The predominant position of the Association in regulating the over- 
the-counter trading is strengthened by the fact that its members 
account for over 90 per cent of the volume of trading in over-the- 
counter securities. 

Listed V.. over-the-counter securities. Listing has much more 
significance in the case of stocks than of bonds. Approximately twice 
as many stock issues as bond issues are registered on national ex- 
changes. Stocks are bought and sold primarily through the ex- 
changes; bonds are usually bought and sold over-the-counter. 

Listed securities. The chief advantage of listed securities as a class 
is the marketability which such securities enjoy. This quality 
arises from three factors. One, an exchange provides a market place 

“ Dealers in tax-exempt securities are not required to join. 
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where buyers and sellers meet. The full force of demand and 
supply on a national and even on an international scale finds a 
central point of concentration on the exchange floor. It is estimated 
that about 85 per cent of the trading on the New York Stock 
Exchange arises from out-of-town sources. Here the value of a 
security is best-known and, as a result, the most favorable price is 
obtainable. Two, the continuous market in the security and the 
instantaneous reporting of transactions provide the investor with 
the latest information on the market appraisal of the value of the 
security.^® Three, the collateral value of the security is enhanced 
by the fact that it is listed. Banks are chiefly concerned with the 
relative convenience with which the collateral pledge as security for 
a loan may be converted into cash in the event the loan is not 
paid. 

Over-the-counter securities. On the other hand, the suitability of 
an issue to trading either on an exchange or over-the-counter is 
determined largely by the nature of the security. Some securities 
have certain features or qualifications that make them especially 
adaptable to trading in the over-the-coimter market. Among those 
features or qualifications are: eligibility for purchase by banks and 
insurance companies; limited distribution of the issue; the absence 
of a speculative interest; a continuously high price for the issue; and 
a small capitalization of the issuer. Institutional investors such as 
banks and insurance companies usually buy and sell securities in 
large blocks. These investors find it necessary to make the purchase 
or sale quickly, in a single transaction and at a predetermined price. 
They desire to avoid a public record of large purchases or sales of 
bonds because of the adverse effect such a transaction may have on 
the market price of such issues, especially since the purpose of the 
transaction may be simply to improve the diversification of the 
portfolio or to shift from lower to higher yielding bonds. Further- 
more, since a large buying order on the Exchange at a limited price 
must give precedence to aU orders having priority at that price, the 
institutional order would experience difficulty in completion at the 
limited price. The over-the-counter dealer is in a better position 
to provide this service than the stock exchange broker. He stands 
ready in some instances to buy the entire block for his own account 
at a definite price. He expects to resell the block to his own cus- 

“ One hundred forty-eight stocks traded on the Ne-w York Stock Exchange and 
22 stocks traded on the New York Curb Exchange are also traded on the San Francisco 
Stock Exchange between the hours of 10 a.m. and 5 : 30 p.m. (Eastern Standard Tune). 
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tomers and to other dealers who have orders for the security on 
their books. Sometimes the dealer succeeds in placing the entire 
block with another bank or insurance company. 

Inactive securities. An inactive security is one in which transac- 
tions happen infrequently. Such securities are usually characterized 
by limited distribution, the absence of speculative interest, a high 
price, or a small capitalization. A continuous flow of buying and 
selling orders is generally absent in an issue that (a) is distributed 
among a limited number of holders, (b) is attractive to investment 
rather than speculative buyers, (c) sells at such a high price as to 
limit the number of prospective buyers, or (d) is' outstanding in a 
small amount. In a security that is held by a limited number of 
investors, there is little likelihood that at any one time an appreci- 
able percentage of them will wish to sell or that pubhc interest will 
spontaneously generate a large number of buying orders. Many 
high-grade securities, such as some guaranteed railroad stocks and 
some bank and insurance company stocks, are held primarily for 
investment, that is, for regular income rather than for speculative 
profit through appreciation in price. A high price for a security 
diminishes speculative interest and trading activity. A greater 
volume of trading occurs in transactions of 100 shares at $50 a share 
than in transactions of ten shares at $500 a share. Dealers provide 
a ready market for inactive issues offered for sale by buying them 
for their own account and risk and by finding buyers for them. 

Delisting v. unlisted trading privilege. In recent years two con- 
troversies have developed between exchange members and over-the- . 
counter dealers involving the delisting of securities fisted on ex- 
changes and the admission of securities to unlisted trading privileges 
by the exchanges. The delisting of securities has been opposed by 
exchange members while over-the-counter dealers have objected 
to the granting of unlisted trading privileges by the exchanges. 

Delisting. Under the Securities Exchange Act of 1934, a security 
registered with a national securities exchange may be withdrawn or 
stricken from listing and registration in accordance with the rules 
of the exchange upon application either by the issuer or by the 
exchange to the Commission and “upon terms as the Commission 
may deem necessary to impose for the protection of investors.” In 
view of the fact that the rules of the Commission do not specifically 
require delisting petitions to be approved by the stockholders, the 
Commission automatically granted the request of the Fuller Manu- 
facturing Company to delist its securities from the Chicago Stock 
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Exchange and of the American Box Board Company to delist from 
the New York Curb Exchange. The delisting of the former’s stock 
was resisted by the Chicago Stock Exchange, which shortly there- 
after adopted a rule which, in brief, provided that a security would 
not be withdrawn on the request of the issuer unless the action was 
approved by 66f per cent of the amount of the outstanding security, 
and then only provided less than 10 per cent of the number of bona 
fide individual stockholders did not object. The issue was more 
clearly stated in the action of the Boston Stock Exchange in opposing 
the delisting of the common stock of the Shawmut Association. 
The Boston Stock Exchange called upon the Commission to curb 
“a trend toward delisting” of securities on exchanges, contending 
that half of the delistings between 1936 and 1943 happened in 1943 
and that “the time may shortly be at hand when there will be no 
regional exchanges and even the ‘Big Board’ may feel the. pinch.” 
The Association, on the other hand, held that the stock would have 
a better market over-the-counter if it were removed from the 
Exchange and that the market value would be brought closer to the 
asset value through such removal. The Commission, in its decision, 
held that since the Shawmut Association had complied with the 
rules of the Boston Stock Exchange in its application for with- 
drawal, the sole function of the Co mmi ssion under the Securities 
Exchange Act of 1934 was to decide the terms necessary for the 
protection of the investors. The application was granted on condi- 
tion that within 120 days from the date of the order, consent to the 
delisting be obtained from the holders of record of a majority of the 
390,000 shares outstanding and from a majority of the holders of 
such shares as well. 

Unlisted trading privilege. At the same time the National Associa- 
tion of Securities Dealers protested the Commission’s order, grant- 
ing the application of the New York Cmb Exchange to extend un- 
listed trading privileges to Kentucky Utilities Company first 
mortgage 4’s of 1970. The Association challenged the Commission’s 
definition of the “vicinity” of the New York Curb Exchange as 
embracing Massachusetts, Rhode Island, Connecticut, New York, 
New Jersey, Pennsylvania, and Ohio, and contended that the 
vichiity of the New York Curb Exchange should be limited to New 
York City, or to one hour’s commuting distance of New York, or a 
territory inclosed by lines midway between New York and Phila- 
delphia and New York and Boston. The Third United States Cir- 
cuit Court of Appeals ruled, however, that the Commission had the 
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power to define what constitutes the vicinity of the Curb Exchange 
on “sound reasoning” based upon the trading activity and general 
distribution of a security and with consideration for protection of 
the public. 

The first application under Section 12 (f) of the Securities Ex- 
change Act of 1934 involving common stocks arose when the New 
York Curb Exchange applied to the Commission to extend unlisted 
trading privileges to six common stocks. None of those stocks was 
then listed or registered on any exchange, and none of the issuers 
had any other secmity so fisted and registered. The applications 
were opposed by the National Association of Securities Dealers and 
by all but one of the companies. The Commission denied the 
applications for each stock except one, which was approved condi- 
tionally. In its decision, the Commission pointed out that under 
the Act it could not grant the applications without imposing con- 
ditions subjecting the issuers (and their officers, directors, and hold- 
ers of 10 per cent or more of the stock) to duties and obligations 
“substantially equivalent” to those that applied to fisted and 
registered securities. Since the application for trading privileges 
was not a voluntary act of the issuers, the Commission said the 
power to impose the regulatory conditions “must be exercised with 
caution.” Analysis of the five companies and their officers showed 
that “to impose conditions rendering these securities subject to the 
Act would be in effect to thrust registration upon them.” The 
Commission found in one of the companies, a registered holding 
company rmder the Public Utility Holding Company Act of 1935, 
that its officers, its directors, and 10 per cent of its stockholders were 
cmrently subject to the “substantially equivalent” requirements, 
except the prohibition against short selling. In granting the appli- 
cation, the Commission stipulated that the statutory prohibitions 
against short selling be applied. 

Credit transactions. A security may be purchased either outright 
for cash or on margin. In an outright purchase the buyer pays the 
full price for the security in cash. In a purchase on margin, however, 
the buyer pays only part of the purchase price in cash and borrows 
the balance from the broker. Under the Securities Exchange Act of 
1934 the amoimt of credit that may be extended by brokers and 
dealers on fisted securities for the purchasing and carrying of 
secmities is' subject to the rules and regulations of the Board of 
Governors of the Federal Reserve System. The Federal Reserve 
authorities are instructed by the law to keep themselves informed 
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as to "whether undue use is being made of bank credit for the 
speculative carrying of or trading in securities, real estate, or com- 
modities,” and are authorized to take certain actions to prevent 
undue use of credit in those fields. 

Regulation T. Regulation T of the Board applies to extensions 
of credit by brokers and dealers on listed securities, and Regulation U 
apphes to loans on stocks by banks. Regulation T limits the amount 
of credit that may be extended on a registered security in a general 
account by prescribing a maximum loan value, which is stated as 
a specific percentage of the market price of the security at the time 
of the extension of credit. The Board has changed the minimum 
margin requirement and hence the maximum loan value from time 
to tune. The margin requirement was lowered from 55 per cent to 
40 per cent and the maximum loan value increased from 45 per cent 
to 60 per cent on November 1, 1937. Effective February 5, 1945, 
however, the margin requirement was increased to 50 per cent and 
the loan value reduced to 50 per cent. The minimtun margin require- 
ment was raised again on July 5, 1945, to 75 per cent and the 
maximum loan value lowered to 25 per cent. The "margin require- 
ment,” or the minimum cash payment by the buyer, is therefore 
expressed as the difference between the market price of the security 
(100 per cent) and the maximum loan value. The requirement 
effective July 5, 1945, called for a cash pajunent of at least 75 per 
cent of the cost price. The margin requirement was raised to 
100 per cent on January 21, 1946, which meant that, by requiring 
full cash payment for securities, margin buying as such was elimi- 
nated. In announcing this change the Chairman of the Board of 
Governors of the Federal Reserve System said : 

By this action, the board has used its authority to prevent the further flow of 
borrowed money into stock market operations. There is no further recourse left 
to the board, so far as restraining speculative activities in listed stocks is con- 
cerned, except possibly to order that all existing margin accounts be put on a 
cash basis and to make some of the administrative provisions appl3dng to banks 
more rigid. 

Regulation T, as a means of controlling the use of credit in the 
securities market, applies only to the minimum margin required at 
the time of the purchase of listed securities. It does not prescribe 
the action of the broker in the event of a decline in the market price 
of, the stock, purchased on margin. Subsequent carrying margins 
are subject to stock exchange control. - 

Significance, of Regulation T. One purpose of government control 
of margin trading was to make security prices more stable by re- 
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quiring such high initial margins that minor reactions in prices 
would not create distress selling. To have required traders to main- 
tain such high initial margins at all times would have defeated the 
primary purpose of the regulation. A decline in market quotations 
acts only to curtail the purchasing abilities of margin traders, since 
the Board regulation prohibits the execution of an order that would 
cause a trader’s debit balance to be greater than the specified per- 
centage of his collateral. Such a decline in market price would not 
result in distress selling unless and rmtil margins had shrunk to the 
minimum set by the New York Stock Exchange or by an individual 
broker.^^ 

Security price manipulation. The Securities Exchange Act of 
1934 prohibits the manipulation of security prices, the dissemination 
of false or misleading information, and the unfair use of "inside 
information.” Increased activity in an issue accompanied by rising 
prices usually arouses the interest of the speculative public. Manipu- 
lators, aware of this psychology, seek to create artificial activity 
either by executing a series of deceptive transactions or by dissemi- 
nating false information designed to cause the speculating public to 
augment supply or demand. The Act prohibits the creation of a 
false or nnisleading appearance of active trading in any security by 
either (a) effecting a transaction in a security which involves no 
change in the beneficial ownership of the security or (b) entering an 
order for the purchase or sale of a security with the knowledge that 
at the same time an order of the same size and at the same price for 
the sale or purchase of the security has been or will be entered by 
or for the same or different parties. 

Matched orders and wash sales. The two types of deceptive trans- 
actions used to stimulate trading activity are "matched orders” 
and "wash sales.” "Matched orders” are concurrent orders placed 
by the manipulator. One order is placed through one broker to buy 
a given number of shares of the stock at a price above the market, 
and the other order is placed through another broker to sell the 
same number of shares of the , same stock at the same price. The 
transactions are purely fictitious; nevertheless they imply market 
activity in the stock, keep the stock on the ticker and the financial 
page, and make it appear in a strong position because of its activity 
and the advance in price. The purpose is to deceive buyers, who 
may become sufficiently interested to take the stock off the manipu- 
lator’s hands at an artificially high price. The brokers executing the 

w See Chapter Five for a discussion of margin operations. 



72 


INVESTMENT ANALYSIS 


Orders are not necessarily involved in the manipulation. The “wash 
sale” is also a fictitious transaction with the collusion of brokers 
who agree among themselves to create an artificial price for the 
stock by means of identical buying and selling transactions. The 
Seller never expects to hold the buyer for payment nor does the 
buyer expect to receive any stock. 

False information. The Securities Exchange Act of lS34 also pro- 
hibits the dissemination of false or misleading information with 
respect to market prices or values. It is unlawful for any dealer, 
broker, or other person to induce the purchase or sale of any security 
by the “circulation or dissemination in the ordinary course of busi- 
ness of information to the effect that the price of any such security 
will or is likely to rise or fall because of market operations of any 
one or more persons conducted for the purpose of raising or depress- 
ing the prices of such security,” or by making any statement “which 
was at the time and in the light of the circumstances under which 
it was made false or misleading with respect to any material fact, 
and which he knew or had reasonable ground to believe was so false 
Or misleading.” Rule X-lOB-5 of the Commission provides in part 
that it is unlawful for any person, directly or indirectly “to engage 
m any act, practice, or course of business which operates or would 
operate as a fraud or deceit upon any person, in connection with the 
purchase or sale of any security.” 

The determination of the New York Stock Exchange to prevent 
the dissemination of false or misleading information was expressed 
in the following letter to members of the Exchange: 

The principle expressed in the Exchange’s own rules, as well as in the securities 
laws, are opposed to the use of manipulative, deceptive or other fraudulent devices 
for the purpose of influencing unfairly the market price of any security. . . . The 
preventive is ceaseless vigilance. This means that there must be the most careful 
scrutiny and supervision of orders flowing through the offices of our members and 
member firms. It means that unsubstantiated reports of any character must not 
be repeated by those who represent our firms m their relations with the public. 
It means use of the greatest discretion in the literature issued by our firms to the 
public. It means that the well-established principle of truthful disclosure of facts, 
as the basis upon which security values should be judged must always be kept in 
mind as the essence of Exchange policy. 

Inside Information. To control tfie use of “inside information” 
tlie Securities Exchange Act of 1934 requires every person who is 
directly or indirectly the beneficial owner of more than 10 per cent 
of any class of stock that is registered on an exchange, or who is an 
officer or director of the issuer, to file a statement of his holdings of 
such securities and to keep it up to date by filing monthly state- 
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ments showing any change in his holdings. The Act also provides 
that any profit reahzed by such persons from any purchase and sale, 
or any sale and repurchase within any period of less than six months 
"unless such security was acquired in good faith in connection with 
a debt previously contracted,” shall inure to and be recoverable 
by the issuer "irrespective of any intention on the part of such 
beneficial owner, director, or ofl&cer in entering into such transaction 
of holding the security purchased or of not repurchasing the security 
sold for a period exceeding six months.” Suit to recover such profit 
may be instituted by the issuer or by the owner of any security of 
the issuer in the name of and in behalf of the issuer if the issuer 
fails or refuses to bring suit within sixty days after the request or 
fails diligently to prosecute the suit. In no instance, however, may 
the suit be brought more than two years after the date on which 
the profit was reahzed. 

Commission rules. In accordance with the power granted under 
the Securities Exchange Act of 1934 to define by rules and regula- 
tions "such devices or contrivances as are manipulative, deceptive, 
or otherwise fraudulent,” the Commission has adopted several 
pertinent rules. Before the completion of an over-the-counter 
transaction, the dealer or broker must (a) send to the customer a 
confirmation disclosing whether the firm is acting as a principal or 
as an agent; (b) disclose or agree to disclose the name of the person 
on the other side of the transaction, if the firm is acting as an agent; 
(c) state the source and amount of conomission. If the broker-dealer 
is in a relationship of "control” with the issuer, he must reveal the 
existence of such relationship to the customer before effecting any 
transaction in the issue. A broker who is financially interested in the 
primary or secondary distribution of an issue, or a dealer who has 
such an interest and who at the same time is receiving a fee from a 
customer for giving investment counsel, is required to give written 
notice to the customer of the existence of the interest before com- 
pleting the transaction. A broker or dealer engaging in the dis- 
tribution of securities traded over-the-counter is restricted in his 
offerings "at the market.” He is prohibited from representing that 
the security is being offered "at the market” or at a price related 
to the market price, unless he has a reasonable basis for believing 
that a market for the security exists other than that which is made, 
created, or controlled by him or by associated interests. 

Commission enforcement In enforcing the provisions of the Securi- 
ties Exchange Act of 1934 outlawing manipulative practices, the 
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policy of the Commission has been based upon the principle that it 
is more in the public interest to prevent than to punish fraud. The 
Commission obtains information about manipulation from many 
sources: (a) complaints received from the public; (b) reports of 
security transactions which are filed by officers, directors, and 
principal stoclchoiders under the provisions of Section 16 ; (c) Com- 
mission studies of all secondary distributions, based upon informa- 
tion voluntarily furnished by certain members of the exchange; 
(d) stock tickers, which are maintained at both the Philadelphia 
office and at the New York regional office and which are watched 
by tape readers; (e) systematic observation by the Commission of 
the market behavior of all securities on all national securities 
exchanges, and the interpretation of the price and volume move- 
ment of all securities on the basis of aU factual information that can 
be obtained. The Commission maintains at the Philadelphia office 
a trained staff of specialists with practical experience in trading, 
as well as economists and technicians, whose sole responsibility it 
is to observe systematically by broad industrial categories the move- 
ments in both price and volume of all securities and to develop from 
such studies probable.cases of manipulation. 

Commission procedure. The Commission reviews and interprets 
aU complaints and reports of suspicious market movements as well 
as the Commission’s own first-hand information.^® In some in- 
stances a preliminary review convinces the Commission that there 
has been no violation of the anti-manipulation provisions of the 
Act. In other instances a “flying quiz” is made to supply any 
essential missing facts by interviewing exchange officials, members, 
and other brokers and dealers. The case is again reviewed and, if 
no violation appears to have occurred, it is closed. On the other 
hand, if the “flying quiz” confirms the Commission’s original sus- 
picion of manipulation, a preliminary trading investigation is 
undertaken. This may be followed by a formal trading investiga- 
tion that may require individual customers and other persons to 
supply such additional information as may be necessary to com- 
plete the case. 

The CoIxtmissio^ frequently requests members of the Exchange to report in detail 
on rQimd4ot trading in listed stocks for their own account and for the account of others. 
Such a request was made in September, 1944, in connection with trading in low-priced 
motor stocks; and again in October when the market showed a downward tendency. 
Under a New York Stock Exchange ruling effective in November, 1944, all members and 
member firms are required to submit weekly reports on round-lot transactions in listed 
steaks initiated on the Exchange floor for their own account or for an account in which 
they have a direct nr indirect interest. 
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Review Questions 

1. Name the two markets on which securities may be traded. 

2. Distinguish between a broker and an over-the-counter dealer. 

3. Discuss the function of a securities exchange. 

4. Name and describe two groups of securities traded on a securities 

6 . Discuss the New York Stock Exchange listing requirements. 

6 . What is meant by '^unlisted trading privilege'^? 

7. Describe the organization of the New York Stock Exchange. 

8 . Name four classes into which members of the New York Stock E 

may be divided. -ti^xchange 

9. Discuss the significance of the Securities Exchange Act of 1934 

10. What is meant by a “registered” exchange? An '‘^exempt exchange’^? 

11. What is meant by a “registered” security? 

12. Discuss the problem of regulating the over-the-counter market 

13. Discuss the function of the National Association of Securities Deal 

14. Name two bases upon which securities may be purchased. 

15. Discuss the significance of Regulation T of the Board of GovAT'r.r^ 

Federal Reserve System. 

16. Explain the relation of Regulation T to the initial and to the sub 

margin. sequent 

17. Distinguish between “matched orders” and “wash sales.” 

18. Explain the control of the use of “inside information” under q 
E xchange Act of 1934. 

19. Name the sources through which the S.E.C. obtains information 

lation. . , '‘““onmarnpu- 

20 . Compare listed and over-the-counter securities from the standn ‘ 
marketability. 

21 . Is listing more significant in the instance of bonds or of stocks? Why? 

22. Discuss three factors underlying the marketability of listed securities * 

23. Name and discuss the relative importance of the securities coirunoiiiv \ a a 

over-the-counter. ^ raded 

24. Describe the functions of an over-the-counter security dealer. 

25. Distinguish between nominal and firm quotations. 

26. Describe the method of reporting over-the-counter security quotations 

27. Why have the exchanges opposed the delisting of securities? 

28. Why have the over-the-counter security dealers opposed the ffranf r 

unlisted trading privileges? ^ 

29. Discuss the powers of .the S.E.C. over the delisting of securities. 

30. Discuss the relation of the definition of the “vicinity” of an exchange t tb 
admission of securities by an exchange to unlisted trading privileges. ^ ^ 


Assignments 

% 

(a) Indicate whether the following securities are traded on an exchange or 
the-counter: United States Treasury 2 f^s of 1960--65; New York Central 
road 4^s of 1998; Texas Corporation 3's of 1965; New York State of iq 7 o" 

Government of Puerto Rico 4 i’s of 1953-59; International Harvester 
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ferred; Electric Bond & Share $5 preferred; Pittsburgh, Port Wayne & Chicago 
preferred; General Motors common, Aluminum Company of America common* 
Chase National Bank common; Guaranty Trust Company common; Connecti- 
cut General Life Insurance Company common. 

(b) Indicate the specific markets on which the following stocks are traded: Con- 
solidated Edison Company (New York) common, Seiberling Rubber Company 
common; A. G. Spalding & Bros. 5 per cent debentures and common. 

(c) Indicate the minimum imtial margm required on 100 shares of a listed stock 
purchased on margin at 85| under the margin requirements effective (1) Feb- 
ruary 5, 1945, (2) July 5, 1945, and (3) January 21, 1946 

(d) Indicate the status (listed or unlisted) of the following stocks on the New York 
Curb Exchange: Aluminum Company of America, American Cyanamid 
Humble Oil, and Midvale. 
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Introduction. Security transactions on the New York Stock 
Exchange are conducted through members of the Exchange who 
act as brokers and who receive a commission as compensation for 
their services. The seller sells through a broker, to whom he pays 
a commission, and the buyer buys through a broker, to whom he 
pays a commission. Thus two commissions are involved in every 
transaction. Minimum commission rates are established by the 
Exchange, but each brokerage 'house is free to charge higher rates 
if it elects. Competition between brokerage houses, however, tends 
to keep rates on a uniform basis at the established minimum.^ 

Price quotations.^ Price quotations on the market are in terms 
of the established unit of trading, which is $1,000 principal amount 
for a bond and 100 shares for stocks. Bond prices are expressed as 
a percentage of the principal amount; stock prices are stated directly 
in dollars per share. A bid of 85 for a bond is an offer to pay $850 
for a $1,000 principal amount of bond, and an asked price of 86 for 
a bond is an offer to sell a $1,000 principal amount of bond for $850.* 
Similarly, a bid of 45 for a stock is an offer to buy 100 shares of the 
stock at $45 a share, and an asked price of 45 for a stock is an offer 
to sell 100 shares of the stock at $45 a share. 

Orders that exceed the established unit of trading or involve a 
security selling at a relatively high price frequently cannot be filled 
at the prevailing quotation. For example, an order to buy $5,000 
principal value of a bond issue which is quoted 92-94 may have to 
be executed on a basis of $2,000 at 94, $2,000 at 94f, and $1,000 
at 94§. Similarly, an order to buy 500 shares of a stock which is 

1 See Chapter Six for a schedule of mimmuin commission rates. 

^ See Appendix B, “Reading the Financial Page.” 

* Quotations on partially redeemed bonds listed on the New Yo'rk Stock Exchange 
are in terms of actual dollar value instead of a percentage of the principal or remaining 
principal value. 
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quoted 46-46J may be filled on a basis of 100 shares at 46|, 
200 shares at 46|', 100 shares at 46f , and 100 shares at 46|-. To cite 
a concrete example, a broker received a market order to buy 
500 shares of a well-known industrial stock. He was able to buy 
100 shares at 43|, 100 shares at the next offering price of 44^, and 
100 shares at 44|. The next offering price was at 46. On the other 
hand, an order to sell $5,000 principal value of a bond issue quoted 
at 92-94 may be filled on a basis of $2,000 at 92, $2,000 at 91^, and 
$1,000 at 91|. In like manner, an order to sell 500 shares of a 
stock quoted at 46-46| may be executed on the basis of 100 shares 
at 46, 200 shares at 45f, 100 shares at 45f, and 100 shares at 45|-. 

By the same token, stocks selling at relatively high prices are 
frequently inactive, and offers to buy may be difficult to fill. For 
example, on a recent date, there were twenty or more common 
stocks on the New York Stock Exchange selling at 100 or above. 
The highest priced issue was Coca-Cola International, which had 
not sold in more than two years and which had been quoted for 
more than six months at 820 bid, with none offered. A month later 
the quotation was changed to 1,000 bid, which was 530 points above 
the previous sale two years earlier at 470.'* A sale of Cleveland, 
Cincinnati, Chicago & St. Louis Railroad common stock took place 
early in April of a recent year at 155. Two weeks later the tape 
advertised the offer of a buyer to purchase ten shares of the stock 
for “ cash” at 165, but this did not bring out any stock. In May the 
same buyer bid 166 for “cash” without success, and in June the 
stock was quoted 170 bid, none offered. 

Market and limit orders. The order that an investor may give 
to his broker to buy or to sell a security may be either a “rnarket” 
order or a “limit” order. An order “at the market” instructs the 
broker as soon as he can reasonably transmit the order to his repre- 
sentative on the floor of the exchange to execute the order at once 
at the bfest price then quoted at the post. On a quotation at the 
post of 45 bid, 46 asked, a buy order would be executed at 46 and 
a sell order at 45. In a market order, the investor places no price 
limitation on the order but does place upon the broker the responsi- 
bflity of executing the order at the best price available in the market 
at the time.® By “best price available” is meant the lowest price 

* Other instances of extremely high prices of stocks are Texas Land Trust, which in 
1926 sold from a tow of 8510 to a high of 82,040, and Michigan Central, which in 1928 
sold at $1,600. 

“ A customer may also give the broker a discretionary order, i.e., an order to be exe- 
cuted at a price which is left to the discretion of the broker. 
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for a buy order and the highest price for a sell order. The market 
order has the advantage of immediate execution but, on the other 
hand, the best price at the time may not be entirely satisfactory. 

In a “limit” order the investor places a price limitation by which 
the broker is bound. An order to buy at 52 means that the mfl YiTDinn 
price which the investor is willing to pay for the security is 52. The 
broker in executmg the order may not pay more than 52 and, if 
possible, should pay less.® An order to sell at 52, on the other hand, 
means that 52 is the minimum price for which the investor is willing 
to sell. The broker may not sell for less than 52, and, if possible, 
should sell for more. The broker, therefore, will not buy until the 
price goes down to the specified figure or sell until the price goes 
up to the specified figure. A limit order has the advantage of exe- 
cution only at the price set by the investor, but market quotations 
away from the stipulated price may cause delay or failure in com- 
pleting the order. In general, market orders are probably more 
satisfactory for securities with good marketability as evidenced by 
a narrow spread between bid and asked prices, whereas limit orders 
are more advisable in securities of limited marketability and hence 
with a wide spread between bid and asked prices. Similarly, a 
market order to buy in a rising market or to sell in a declining market 
is preferable to a limit order. 

Day and open orders. A limit order may be either a “day” or 
“open” order. A day order is good only for the day on which it is 
received; and if not executed on that day, it is automatically can- 
celled. An open order, on the other hand, remains effective until it 
is either executed or cancelled. Such orders are known as “G.T.C.” 
— “good till cancelled.” Open orders may also be limited to a' 
specified period, such as “good for the week” or “good for the 
month.” AH limit orders, however, are considered day orders unjess 
otherwise stated. 

The open order is useful to the investor who has decided upon a 
definite price at which he is willing to buy or sell the security and 
who is willing to wait until the market reaches that price. An open 
order to buy at a price substantially below the current market 
presents the possibility, however, of being filled after a considerable 
interval and at a time when the security may be either no longer 
attractive or continuing to decline to lower levels. It is the practice 
of some brokerage houses to "'mail a confirmation to the customer 

®B"uyTiig orders are automatically reduced the amount of the dividend when the 
stock goes exniividend. 
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each Friday of the orders “in open.” If, at the end of three months, 
the order has not been executed or cancelled, the customer is 
requested to return a signed confirmation if he wishes the order to 
remain open. 

Odd-lot orders. The established unit of trading in a great ma- 
jority of the stocks on the New York Stock Exchange is 100 shares. 
The only exception is a special group of stocks in which activity is 
limited by one factor or another and that are traded in units of ten 
shares at the inactive post (Post 30). An order for the purchase or 
sale of less than the established unit of trading is considered an odd- 
lot order. A broker who receives an odd-lot order does not execute 
the order directly but places it with an odd-lot brokerage firm which 
stands ready to buy or sell lots of one to ninety-nine shares. Am 
odd-lot brokerage firm that handles odd-lot orders on the floor of 
the New York Stock Exchange is known as an odd-lot dealer. The 
odd-lot dealer fills odd-lot buy orders in a stock either from odd-lot 
sell or.ders in the stock which he may have on his books or from his 
round-lot purchases of the stock. In like manner, he fills odd-lot 
sell orders in a stock either from odd-lot buy orders on his books or 
by selling round lots in the market. From the standpoint of the 
odd-lot dealer, the most desirable situation is one in which, for 
example, the accumulated orders to buy at a given price match 
exactly the accumulated orders to sell at the market. Usually, 
however, he has a balance either to be bought or to be sold. If the 
balance aggregates an even 100 shares, he will buy it or sell it, as the 
case requires, ui the round-lot market. On the other hand, if, as is 
usually the case, the balance is not divisible by 100, he either buys 
more shares than he needs in order to fill odd-lot buy orders or sells 
more than he has in order to fill odd-lot sell orders. While in the 
latter instance he runs some risk of a sudden change in the market, 
the brevity of the interval reduces the risk to a minimum . 

Market order. A market order for an odd-lot transaction is exe- 
cuted at the odd-lot differential of one eighth of a point.’' For 

^ Effective September 1, 1942, the New York Stock Exchange reduced the unit of 
trading in sixteen comparatively inactive and high-priced stocks from 100 shares to 
10 shares and moved twelve stocks formerly traded at Post 30 (the inactive post) to 
active posts, with the latter group^s trading unit remainmg at 10 shares. Specialists 
and odd-lot dealers at the mactive post service the entire twenty-eight stocks involved 
as the 100-share imit stocks are now serviced, with the main exception that the differ- 
entials charged by odd-lot dealers on lots smaller than lO shares are 25 cents a share 
when they sell under $75 and 50 cents a share when they sell at $75 or over. At the 
same time, the odd-lot dealers at Post 30 announced that differentials charged on odd- 
lots of stocks dealt in at that post were changed to correspond with differentials charged 
after September 1, 1942, on odd-lots of 10-share unit stocks dealt in at the other posts. 
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example, a market order to sell an odd-lot is executed at one eighth 
less than the market price of the next round-lot transaction. If the 
next round-lot sale is at 25, the price to the seller of an odd-lot is 
24|-. Similarly, a market order to buy an odd-lot is executed at 
one eighth more than the market price of the next round-lot trans- 
action. If the next round-lot sale is at 25, the price to the buyer of 
an odd-lot is 25^. The odd-lot differential is not in lieu of a broker- 
age commission but is an additional charge.® 

Limit order. A limit order for an odd-lot transaction is not exe- 
cuted until the prevailing market price reaches the one-eighth 
differential. For example, an odd-lot order to sell at 35 is not filled 
until the market price reaches 35|. Then the odd-lot broker buys 
for his own account the shares that the odd-lot customer ordered 
his broker to sell. In like manner, an odd-lot order to buy at 35 is 
not filled until the market price reaches 34|-. Then the odd-lot 
dealer sells to the commission broker’s customer the shares he has 
ordered. The odd-lot dealer, therefore, buys from odd-lot customers 
orders that can be sold at higher prices on the round-lot market and 
sells odd-lot customers shares which can be bought at lower prices 
in full lots. The profit to the odd-lot dealer is the one eighth of a 
point differential. 

Significance. Odd-lot trading enables the small trader with 
restricted capital to make a limited investment in each of several 
stocks and thus to obtain greater diversification than would be 
possible if he were obliged to buy only in round-lots. On the other 
hand, the odd-lot differential increases the cost to him of the pur- 
chase of a stock, and decreases the net proceeds to him. from the 
sale of a stock. Odd-lot trading also encourages speculation by 
those least prepared to assume the risks attendant upon specula- 
tion. 

Delivery. A security may be sold on the Exchange on a cash, 
regular, or delayed delivery basis.® A cash delivery transaction is 

8 Since January 1, 1938, all odd-lot dealers on the New York Stock Exchange have 
been required to charge, in addition to the round-lot differential, an amount suflScient 
to cover the state and federal transfer taxes. While for several years the three large 
odd-lot houses and three smaller specialist and odd-lot houses had passed on this tax to 
the odd-lot buyer, two other houses had absorbed it. Thfe effect of this ruling was to 
place all odd-lot brokers, including those who handle only odd-lots in the stocks in 
which they are all specialists, on an equal basis. 

s In the over-the-counter market, trading for the most part is conducted according 
to unwritten rules based upon accepted custom and usage, which have come to be 
regarded as standard practice governmg transactions. In general and msofar as they 
can be adapted to over-the-counter tradmg, the rules of the New York Stock Exchange 
pertaining to the mutual relations of its members serve as a pattern. 
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one in which delivery is made and payment received on the same 
day as the purchase or sale. It must be specified as a cash sale, 
however, at the time of offer and acceptance. A security sold for 
regular delivery must be delivered by 12 : 30 p.m. on the third full 
business day following the date of sale. The dates of delivery 
“regular way” are as follows: 


Date of Sale 
Monday . 
Tuesday . 
Wednesday 
Thursday . 
Friday 
Saturday . 


Date of Delivery 
Thursday 
Friday 
Monday 
Tuesday 
Wednesday 
Wednesday 


Sales made on Thursday and Friday are deliverable on Tuesday and 
Wednesday, respectively, since Saturday is not a full business day. 
Should a holiday fall on a normally full business day, delivery is 
delayed one day. If, in the instance of a sale on Monday, the next 
day, Tuesday, is a holiday, dehvery is not made until Friday. 
Unless otherwise specified, delivery regular way is implied in every 
transaction. 

Delayed delivery. A security sold on a delayed delivery basis is 
deliverable on or before the date specified in the sale. For example, 
a seller may not be prepared to make delivery in the regular way 
and sells the stock on a delayed delivery basis — “seller’s option 7.” 
The buyer agrees to allow the seller the option of making delivery 
within seven days.^“ In the sale of stock, the option may run for 
not less than three days and for not more than sixty days. In a bond 
sale, the delayed delivery is indicated by “S7F,” meaning that the 
seller has the option of making delivery within seven days but the 
interest accrues only up to but not including the day of regular 
delivery — after that the bond is “flat” so far as accrued interest 
is concerned.^ On all contracts involving more than three days, 
written contracts must be exchanged not later than the day follow- 
ing the transaction. One day’s notice is usually given before the 
securities are delivered, the seller giving notice by 4 p.m. on the day 
previous to his delivery of the security. The use of a delayed 
delivery option is restricted to actual owners of securities. Short 
sellers are not permitted to use the delayed delivery option.^® 

‘“In early 1945 the “regular” sales of Canadian Pacific common were accompanied 
by a large volume of “seller 30” sales which ranged from i to ^ under “regular” prices. 
Such delayed sales are always at a di^ount from the regular sales. 

“ See Chapter Six for a discussion of accrued interest. 

“ See page 88 for a discussion of short selling. 
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Negotiability. Under the Personal Property Law of New York 
(Section 183) delivery is defined as the “voluntary transfer of 
possession from one person to another.” Bonds and stocks are 
negotiable and may be transferred either by endorsement and 
dehvery or by simple delivery. A stock certificate as an instrument 
does not possess the qualifications of negotiability; nevertheless it 
has been made negotiable under a uniform stock transfer law 
approved by the Commissioners on Uniform State Laws in 1909 and 
adopted by many of the States. New York enacted a Uniform Stock 
Transfer law in 1913 and New Jersey in 1916. Title to a registered 
bond and to a stock is transferred by endorsement, or assignment, 
and dehvery. A registered bond is payable to, and the ownership 
of a stock certificate rests with, the individual or institution whose 
name is inscribed on its face and requires transfer when the owner-- 
ship changes. 

Assignment. The registered bond certificate and the stock cer- 
tificate have an assignment form printed on the back by which 
transfer can be effected. The usual assignment form on a stock 
certificate is as follows : 


For value received, hereby sell, assign, and transfer 

unto , shares of the capital stock repre- 

sented by the within certificate and do hereby irrevocably constitute and appoint 

attorney to transfer the said stock on the books 

of the within-named company with the full power of substitution in the premises. 

Dated , 19 

In the presence of; 


The assignment form provides a space for the name of a witness 
to the signature. Anyone may act as witness, except that in a few 
states a married woman’s assignment of a stock certificate must be 
acknowledged before a notary public. The endorsement or assign- 
ment must be guaranteed by a responsible financial institution. 
It is the custom of New York Stock Exchange member firms to 
guarantee the execution of the assignment of stock received by them 
from their customers for sale on the Exchange. A proper representa- 
tive of the firm stamps “Signature Guaranteed” and writes his 
name below the stamped notation, which means that the firm 
guarantees to the future holder that the signature is genuine and 
that the person making the assignment has full right to do so. 

^ Thougli tlie assignment form provides for tlie signature of a witness, such, signature 
is no longer required. 
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The law holds the firm responsible if the signature is a forgery or 
if the assignment is not made with proper authority. If there is 
uncertainty as to the signature, the assignment should be guaranteed 
by the customer’s bank or acknowledged by a notary public. A 
certificate in proper form, properly signed in blank, properly wit- 
nessed, and guaranteed by a member of the Exchange is good 
delivery on the Exchange and may pass from hand to hand without 
modification. 

The stock certificate of the American Telephone & Telegraph 
Company, for example, states : 

The signature of the stockholder to the assignment must correspond with the 
name as written upon the face of the certificate in every particular without altera- 
tion or enlargement or any change whatever. The signature should be guaranteed 
by an incorporated bank or trust company, or by a New York, Boston, Philadelphia, 
Chicago, or Washington stock exchange member or firm, whose signature is known 
to the transfer office, or witnessed by a responsible person whose signature is known. 
If it is impracticable to secure such guarantee or w'itness, the signature should be 
acknowledged formally before a notary public, who must certify under his seal 
with date that the person signing is known to him to be the person named on the 
face of the certificate. 

Wben stock is to be transferred to a customer’s name, the broker 
sends the certificate to the corporation’s transfer office and a new 
certificate is issued. This may take a week or even longer if the 
transfer office is out of town. Stock cannot be transferred while the 
corporation’s books are “closed” for dividends or for any other 
reason. 

A coupon bond, on the other hand, is payable to “bearer.” Title 
to it is transferred by simple dehvery. 

Under the Personal Property Law of New York (Section 172) 
every seller of a negotiable instrument implies, ia transferring the 
security to the buyer that the instrument is genuine, that the seller 
is not aware of any defect in its validity, and that the seller is the 
legal owner with full power to sell. 

Buy-in. In the event that the seller fails to make delivery within 
the designated time, the buyer has the right to a “buy-in.” In 
this instance, the buyer’s broker purchases a like quantity of the 
security from another seller’s broker on a cash basis and holds the 
origmal seller liable for any higher cost. In practice, however, re- 
sort to a “buy-in” is made only after repeated failures to obtain 
delivery. 

Bond quotation. When a broker effects a sale in the bond market 
on -the New York Stock Exchange, it is understood that the sale is 
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for a coupon or bearer bond, unless the contract is made specifically 
for a registered bond. Separate quotations are made for the regis- 
tered bond and for the coupon bond, as the one is not good delivery 
for the other. The bearer or coupon bond usually sells at a shghtly 
higher price than the registered bond. For example. Northern 
Pacific 4’s of 1997 sold on the same day at 74| in coupon form and 
at 71 in registered form, and Central Railroad of New Jersey 5’s 
of 1987 sold at 201- in coupon form and at 19 in registered form. 
Similarly, approximately $28,000,000 of the $48,000,000 of West 
Shore Railroad 4’s of 2361 outstanding are in registered form and 
because of their more restricted marketability have sold at an aver- 
age three to four points below the price of the coupon bonds. The 
transfer of a registered bond involves some delay, formality, and 
expense. Since the basic price, therefore, is usually for the bearer 
bond, the price for a registered bond of the same issue is usually 
slightly lower than the current price for the bearer bond. 

Margin buying. Securities may be purchased for cash or on 
margin.’^^ In a purchase for cash, a deposit of a substantial portion 
of the cost of the purchase must accompany the initial order unless 
the customer is known to the broker. A confirmation of the trade 
is mailed to the customer on the day the transaction is made show- 
ing the number of shares purchased, the price paid, the broker’s 
co mmi ssion, and the total amount due. Upon receipt of this con- 
firmation the customer is required to pay the balance due when the 
stock is received on delivery date. When the security is paid for 
in fuU, it is transferred to the name of the buyer. The purchase of 
a secmity on margin is handled in much the same manner as a 
purchase for cash except that the broker advances a part of the 
cost price and holds the security as collateral for the amount due him. 

.Purpose. The trader who buys a stock on margin anticipates 
that the stock will rise in price and that he will make a profit repre- 
sented by the difference between the higher price at which he hopes 
to sell it and the lower price at which he bought it. In order to 
reduce his own investment in the stock, he buys the stock on margin, 
with an initial partial payment in cash, instead of on a cash basis, 
paying the full price in cash. He pays only part of the purchase 
price and borrows the rest from the broker. He takes a position in 
the stock with .a partial investment on his part. 

In opening a cash or margin account, the customer is required to fiU out a special 
form which includes, among other things, his authorized signature, occupation, business 
references, and citizenship For a margin account a form of agreement is also required. 
See Appendix C for forms of agreement. 
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Regulation. The extent to which a trader may buy on margin is 
subject to the regulations of the Federal Reserve Board and the 
New York Stock Exchange. While the margin requirement of 
100 per cent, effective January 21, 1946, eliminated new purchases 
on margin, the operation of a margin purchase may be explained 
in terms of the requirement effective during the period July 5, 1945, 
to January 19, 1946. Under this margin requirement the cash pay- 
ment must be at least 75 per cent of the cost price. In heu of cash, 
the trader may deposit ehgible securities with the broker, but the 
amount lent by the broker may not exceed 25 per cent of the aggre- 
gate cost of the new purchase and the market value of the deposited 
securities. Margin purchases are also restricted by the rules of the 
New York Stock Exchange. Stocks selling at $10 or under a share 
and bonds selling for less than $10 for each $100 of principal amount 
must be bought for cash and paid for in full. In addition, all margin 
accounts must have a minimum equity of $1,000.^® 

Margin 'purchase. If 100 shares of a stock are purchased at $50 
a share on margin, the buyer must make a cash payment of 75 per 
cent of the cost price, plus commission, or must deposit securities 
of sufficient market value so that the amount lent by the broker 
does not exceed 25 per cent of the aggregate market value of the 
new purchase and the deposited securities. Ignoring commissions, 
for purposes of illustration, the buyer of 100 shares of a stock on 
margin at $50 a share ‘must make a minimum cashi payment of 
$3,750, and borrows $1,250 from the broker.^® The buyer, with 
a cash investment of $3,750, has taken a position in 100 shares of 
the stock with a market value of $5,000. The broker’s loan of 
$1,250 is secured by the stock with a market value of $5,000. The 
cash payment by the buyer is known as his “equity,” and the $1,250 
borrowed from the broker is called his “debit balance.” The 
buyer’s equity, therefore, is 300 per cent of the debit balance 
($3,750/$!, 250). 

In order to complete the margin purchase for his customer, the 
broker must be prepared to pay for the stock by 12 : 30 p.m. of the' 
, third full business day following the date of purchase. The broker 

The proceeds of sales of securities in accounts that are undermargined must be 
used to the extent necessary to increase the margin on the remaining securities in the 
account until the whole account is brought up to a 75 per cent basis. 

IS Brokerage houses require a minimum initial payment in cash or its equivalent in 
acceptable securities in order to open a margin account. The rights of the broker and 
the customer are governed by the margm agreement signed by the customer. This 
agreement . includes, among other things, permission to hypothecate the customer's 
securities and to sell Out tho account for lack of sufficient margin. 
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may finance the margin transaction with his own funds or he may 
borrow the day’s requirements at his bank with a demand or time 
note. Such loans may be arranged through the call-loan market. 
Money borrowed on demand or through time loans is secured by 
the deposit of stocks or bonds.^^ Call loans made in the New York 
money market are usually renewed daily at the rate for the day.’^® 
Inasmuch as the debit balance constitutes a loan, the broker charges ' 
the customer interest at a rate that is higher than that paid by 
the broker and that begins to accrue on the day on which the stock 
is delivered. When later the customer orders the broker to seU the 
stock, the broker credits the customer with the net proceeds of the sale 
on the second day following the sale. Interest on the debit balance 
does not cease until the credit is entered on the books after the sale. 

During the period when the stock is held on margin, the broker 
regularly collects all dividends that may be paid on the stock and 
credits those dividends to the customer’s account as they are 
received.^® If, in accordance with the order of the customer, the 
stock is sold later on a date which is after the declaration of a dividend 
on the stock but prior to the ex-dividend date, the bu}dng broker 
has the stock transferred to his name immediately upon receipt of 
the stock, in which case the dividend is paid by the corporation to 
the customer of the buying broker. On the other hand, if there is 
not time to effect the transfer before the ex-dividend date, the 
selling broker will give the bu5dng broker a "due bill.” A "due bill” 
is a form of promissory note by which the seller, who still has the 
stock registered in his name when the corporate books close, 
promises to pay the cmrent dividend to the buying broker, who has 
received the stock too late to have it transferred to his name. This 
"due bill” will appear on the books of the buying broker among 
the “due bills receivable.” 

Maintenance requirement. If, during the period when the stock 
is held on margin, the market price of the stock should decline, the 

In 1944, reporting member banks in New York City revised the method of reporting 
security loans to brokers and dealers. The former item “loans to brokers and dealers in 
securities'^ was broken down into two sections — loans on United States Government 
obligations and those on other securities, the bulk of which represents borrowings for 
stock market operations. Other loans for purchasing or carrying securities also were 
divided into two categories — Umted States Government obligations and other securities 
loans. 

Smce call-loan funds represent the residual loanable funds, the rate is influenced 
directly by changes in the demand for and supply of funds. 

Dividends paid in stock are received into the account as so many additional shares. 
In the interim between the closing of the books and the payment, the amount of the 
dividend is counted as a part of the customer’s margin. 
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maintenance margin is subject to the rules of the New York Stock 
Exchange. Under those rules the buyer is required to deposit addi- 
tional margin (either cash or additional securities) when his equity 
falls below 25 per cent of the market price of the stock.^® In that 
case the buyer would be obliged to deposit additional margin when 
the market price of the stock purchased on margin reaches 16|- a 
share as indicated by the following table 


Market Pnce Equity / Market 


per Share 

Total 

Eqmty 

DeUt Balance 

Pince (%) 

$50 

$5,000 

$3,750 

$1,250 

75 00 

25 

2,500 

1,250 

1,250 

50 00 

20 

2,000 

750 

1,250 

37 50 

16i 

1,675 

425 

1,250 

25 37 

16f 

1,662 50 

412.50 

1,250 

24.81 


The broker demands additional funds or collateral to protect the 
margin account by sending a “margin call” to the customer. If 
the customer fails to provide the additional margin, the broker 
“sells out the margin account”; that is, he sells a sufl&cient amount 
of the stocks in a diversified account to bring the equity up to the 
minimum requirements and out of the proceeds of the sale collects 
his loan and other expenses and charges. 

Short sale. A short sale is one in which the seller is “short” of 
the stock, that is, he is not prepared to deliver the stock on a sale 
the regular way. The short seller may be a speculator who does 
not own the stock but who, anticipating that the market price of 
the stock wiU decline, expects to make a profit by selling the stock 
short now and buying it back at a lower price later. If his antici- 
pation is confirmed, he will secime a profit measured by the differ- 
ence between the price at which he now sells it and the price at 
which he may later buy it, less expenses involved in the transac- 
tions. For example, if the speculator sells short now at 55 and 
covers the short sale — later buys the stock in the market — at 50, 
he has made a profit of $5 a share, less expenses. On the other 
hand, the short seller may actually own the stock but is either not 
prepared to make delivery the regular way or wishes to hedge against 
a decline in market price of the security. 

Individual brokerage firms may establish maintenance requirements that are higher 
but not lower than those prescribed by the Exchange. 

A formula for the determination of the market price at which the equity is 25 per 
cent of the market price is: debit balance/75 per cent In the above case, application 
of the formula shpws that with a debit balance of $1,250 the eqmty would be 25 per cent 
of the market price when the market value declmed to $1,666.67 or $16f a share, and 
less than 25 per cen€ at a market value of $1,662 50 or $161 a share. 

^ The latter is sometimes called ‘^selling against the box.’^ 
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Restrictions. Two restrictions, however, are placed on a short 
sale by the Securities and Exchange Commission. The sale must 
be designated as a “short” sale when the order is placed, and it 
cannot be executed at a price below that established in the last 
preceding regular (as distinguished from short) sale. A short sale 
may be made at the level of the last transaction if the previous 
price change the regular way was upward. For example, if a stock 
sells 38|-39, a short sale may be made at 39. On the other hand, 
if the last price change has been downward, the short sale must be 
made above the last price. For instance, if the stock sells 39-38|-, 
the next short sale must be at 39.^* The purpose of these restrictions 
is to prevent “bear raiding” — that is, the use of short sales to depress 
the market price of the issue. 

Borrowed stock. When a short sale is effected, the seller contracts, 
through his broker on the floor of the Exchange, with the broker 
of the buyer — who is not aware that he has purchased from a short, 
seller — to deliver the stock to the buyer’s broker by 12 : 30 p.m. 
of the third full business day following the sale.^^ The short seller, 
now having sold the stock, must borrow the required stock in order 
to make delivery. His broker borrows the stock from another 
broker who has the required stock available for lending.^® The 
borrowed stock is listed on the clearing sheet of the seller’s broker 
as if the stock had been bought. The buyer’s broker will receive 
delivery from the seller’s broker before 12 : 30 p.m. of the third 
following full business day. So far as the buyer is concerned, the 
transaction is completed. 

In the meantime, a special relationship has arisen between the 
seller and the lending broker. The lending broker receives from the 
seller the full market price of the stock in cash at the time of delivery 

23 Short sales are governed by Rule X-lOA-l of the Securities and Exchange Com- 
nussion under the Securities Exchange Act of 1934. The rule has operated to prevent 
short sales in certain cases not intended at the tune of its adoption, namely, when price 
declines result from the fact that the security has gone ex-distribution. In May, 1943, 
the Commission revised the rule to provide that in determining the price at which a 
short sale may be made in a security that has gone ex-dividend, ex-right, or “ex” any 
other distribution, all sales prices for the security prior to the “ex” date may be reduced 
by the value of such distribution. 

^ Under Regulation T of the Federal Reserve Board, the margin required for short 
sales of securities (other than exempt securities) was increased froin 75 per cent to 100 per 
cent of the current market value of the security by the regulation m effect January 21, 
1946. 

25 The stock which these brokers C^loan crowd'O have available for lending is stock 
which they own or stock of their customers who have consented to allow the stock to 
be used for this purpose These brokers are at the loan post every day, lending and 
borrowing stocks from about 9 : 45 am. to 1 : 30 p.m., and again from 3 : 00 p.m. to 
3 : 30 P.M. 
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of the stock. Both stock and cash are held on a basis similar to a 
call loan. The broker who has lent the stock can caU for the return 
of his stock at any time on reasonable notice and upon returning 
the money he holds. Similarly, the broker who has borrowed the 
stock, on reasonable notice, can demand back his money on dehvery 
of the borrowed stock. The broker who has lent the stock always 
holds the full market value of the stock in cash. If the market price 
of the stock rises, the broker who has borrowed the stock must 
dehver sufficient additional cash to the lending broker to equal the 
rise in price. If, on the other hand, the market price of the stock 
declines, the borrowing broker can demand that the lending broker 
return that part of the cash which he holds over and above the 
present market value of the stock. 

Basis of loan of stock. As the short seller’s broker must deposit 
the full cash value of the borrowed stock as security for the stock, 
the lending broker has the use of the cash during the period the 
stock is lent. The stock may be lent “and interest,” “flat” or “at a 
premium.” “And interest” means that the lending broker pays a 
small interest charge for the use of the cash. The rate of interest is 
quoted on an annual basis. “Flat” means that the lending broker 
is not required to pay for the use of the cash. “At a premium” 
means that the short seller pays the lending broker a premium 
for the use of the stock. The premium is quoted as a given 
number of dollars per day per 100 shares. For example, the follow- 
ing quotations prevailed at the close of the market on a trading 
day: 

Eastman Kodak common premium of $2 per 100 shares 

American Can common premium of $1 per 100 shares 

Union Carbide common prennum of $1 per 100 shares 

All others flat 

Since the borrowed stock has been deUvered to the buyer, who 
has had it recorded in his name or whose broker has had the stock 
put in his name, aU dividends and rights will go to the buyer or his 
broker (for the benefit of the buyer). The dehvered stock, however, 
was borrowed from the lending broker, who really is entitled to aU 
dividends declared and rights issued during the time the stock is 
borrowed. The short seller’s broker, therefore, pays to the lending 
broker all cash and stock dividends declared and all rights issued 
during the period the stock is borrowed and, at the same time, 
charges the short seller’s account for the amount of the cash divi- 
dend and the value of the stock dividend and rights. 
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Covering short sale. The short seller “covers” his short sale later 
by buying on the market an equivalent number of shares of the 
stock he had previously sold short. The stock thus purchased is 
returned to the lending broker, who returns to the short seller’s 
broker the cash he then holds for the stock. If the short seller covers 
his short sale at a price substantially lower than the price at which 
the short sale was made, he makes a profit measured by the differ- 
ence between the two prices, less the expenses. On the other hand, 
if the short sale is covered at a price higher than the short sale, he 
suffers a loss measured by the difference between the two prices, 
plus expenses. 

Stop order. A stop order is an order to sell a security “at the 
market” when the market price falls to or below a price specified 
by the seller, or to buy “at the market” when it has risen to or 
above a price specified by the buyer. It is used as a safeguard 
against too great and too sudden a change in the market price. 
The purpose of a stop order is not to elimiaate loss but rather to 
limit it should the changiug market price go against the trader. 

Uses. The stop order may be used either to limit the loss or to 
protect the profit on a security held, or to limit the loss on a short 
sale. For example, a trader who purchased stock at 66 and who 
wishes to limit his possible loss to approximately 15 a share places 
an order to “sell 100 shares of X common at 60 stop.” In this case 
the purpose of the stop order is to limit the loss to approximately 
$5 a share. A trader who holds a stock quoted at 80, which he 
purchased at 70, but which he is not ready to seU, may insure the 
retention of part of the profit in the event of a decline in price by 
placing a stop order at 75. Should the market price decline to 75, 
the stop order becomes a market order and the trader obtains a 
profit of approximately $5 a share. On the other hand, a trader 
who has sold 100 shares short at 50 may place a stop order to buy 
at 55, thus limiting his loss to approximately $5 a share in covering 
the short sale. 

Execution. The order to “sell at 60 stop” is not an order to sell 
at 60 but rather an order to sell if and when the price declines to 
60. When the market price reaches 60 the stop order becomes 
effective as a market order, which means in most eases that the 
stock is sold at less than 60.^® An odd-lot stop order to seU is exe- 
cuted on the first 100-share sale at or below the stop price at | of 

2® Open sell stop orders are automatically reduced by the amount of the dividend on 
the day a stock sells ex-dividend. 
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a point differential. For example, an order to “sell 20 General 
Electric at 45 stop” would be executed at 441- if 100 shares sell at 
45. Should the price for General Electric decline from 45| to 43 with- 
out any intervening sales, the stop order would be executed at 42|. 

In like manner, an order to “buy 100 shares at 55 stop” when the 
market price is below 55 is not an order to buy at 55 but rather an 
order to buy if and when the price rises to 55. When the market 
price reaches 55 the stop order becomes effective as a market order, 
which means in most cases that the stock is bought at more than 
55. An odd-lot stop order to buy is executed on the first 100-share 
sale at or above the stop price at J of a point differential. For 
example, an order to “buy 20 General Electric at 45 stop” would be 
executed at 45| if 100 shares sell at 45. If the price reached 44| and 
the next sale was 46, without any intervening sale, the stop order 
would be executed at 46f . 

Technical 'position of market. From the standpoint of the market, 
an accumulation of stop orders just under current prices makes the 
market “technically weak.” Under such conditions, a limited 
amount of selling sets off a wave of stop orders; each declines in 
price, making successively lower stop orders effective and bringing 
additional stop orders into the status of market orders. 

Specialists. A specialist in a stock is a broker who specializes in 
transactions in that stock on the floor of the exchange. He remains 
constantly at that post and acts both as a broker and as a principal 
in handling orders. As a broker he executes orders for other brokers 
on a commission basis; as a principal he buys and sells for his own 
account. If a commission broker receives an order to buy, say. 
General Electric common stock, at the market, he approaches the 
speciahst in that stock, who either fills the order from stock for 
which he has sell orders or, if he has none, sells the stock short for 
his own account, expecting to acquire the stock at a slightly lower 
price in time to make delivery the regular way. On the other hand, 
if a commission broker receives an order to sell the stock, the 
specialist buys it either to fill an order he has on his book or, if he 
has none, for his own account. 

Book. The specialist maintains a “book” in the stock in which he 
enters all orders received from other brokers to buy and to sell the 
stock at prices which are “away” from the prevailing market price. 
Those orders are entered as they are received. A sample page 
from the book of a specialist showing the unfilled orders would 
appear as follows: 
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Genebal Electbic Common 

Selling Orders 


100 at 434 
200 at 44 
500 at 44i 
300 at 45 
200 at 46 

The page shows the volume of orders in the stock at prices between 
40 and 46; other orders, which are not shown in the illustration, are 
held below 40 and above 46. Within the range shown in the illus- 
tration, the highest bid is for 100 shares at 43; the lowest offer is 
100 shares at 43f . The quotation, therefore, is 43-43|. An order 
to buy 300 shares at the market would be executed as 100 at 43| 
and 200 at 44. On the other hand, an order to sell 300 shares at the 
market would be executed as 100 at 43 and 200 at 42|-. 

Function. The significance of the function of the specialist lies 
in providing a convenient point of concentration for orders which 
could not otherwise be handled expeditiously by the regular brokers. 
His wilhngness to buy and sell stock for his own account tends to 
narrow the spread between bid and asked prices. Some risk is 
involved, but risk-taking is part of his function. From a practical 
standpoint, however, his intimate knowledge of potential buying 
and selhng orders involves httle risk in buying stock at prices only 
shghtly above that on actual buying orders on his book or in selling 
stock at prices only shghtly lower than that on actual selhng orders 
on his book.^^ 

The operations of specialists on the New York Stock Exchange are supervised by 
the Committee on Floor Procedure. In November, 1938, the committee 'classified 
specialists into four groups: regular, relief, associate, and temporary. Since January 1, 
1939, all specialists, except temporary, must be registered with the committee, and 
temporary speciahsts must be authorized by the committee, A regular and a relief 
specialist are expected, in so far as practicable, to maintain a fair and orderly market, 
which implies the maintenance of price contmuity and the minimizing of the effects of 
temporary disparity between supply and demand. An associate speciahst assists a’ 
regular or a relief specialist in the execution of orders. He is not responsible for the 
maintenance of stabilization of the market by purchases or sales for his own account and 
is prohibited from handling the book or making any bid or offer except in the presence 
of the regular or the rehef speciahst. A temporary specialist can be approved by any 
member of the committee to function in an emergency when no regular specialist is 
present or the volume of transactions is too great for the regular or relief specialist to 
handle. While functioning as a temporary specialist^ a member is under the same obliga- 
tion as a regular specialist. 


Buying Orders 
100 at 40 
100 at 41 
200 at 41i 
100 at 42 
200 at 42i 
100 at 43 


Last Sale 


m 
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Options.^® An option is a negotiable contract that involves the 
right to buy or to sell 100 shares bf a stock at a specified price and 
within a stated thne.^® Options in the securities market are based 
upon the same principle as options to buy real estate. An option 
to buy a piece of real property is a contract under which the owner 
of the land, for a consideration, gives to the potential buyer the 
right to buy or to refuse to buy the property by a certain future 
date at a specified price. At the time of the granting of the option, 
no transfer of the property takes place. If, on or before the expira- 
tion date of the option, the buyer exercises the option, the property 
has cost him the price agreed upon for the property and the cost of 
the option. If, on the other hand, he does not exercise the option, 
the only expense to him has been the cost of the option. In the 
meantime, however, he has enjoyed the exclusive privilege of buying 
the property at a specific price. 

Market. Traders in securities use the same process to limit losses 
and to insure profits by the purchase of options, called “puts” and 
“calls.” Inasmuch as members of the New York Stock Exchange 
are not permitted to trade in options on the floor of the Exchange, 
the market in options is conducted outside the Exchange by brokers 
and dealers who specialize in options. They are members of the 
Put and Call Brokers’ and Dealers’ Association, Inc., and are regis- 
tered with the Securities and Exchange Commission. Option con- 
tracts secured through the members of the Association are guaran- 
teed or endorsed by members of the New York Stock Exchange or 
their fikms. By express agreement with the buyer, however, options 
may be guaranteed by members of other exchanges or their firms. 

Put. A “put” is a contract under which the purchaser or holder 
has the right at his option to sell (deliver) to the ma kfir a specific 
number of shares of a designated stock (usually 100) at a stated 
price within a specified time (usually 30 days). The 30-day option 
usually expires at 2 : 45 on the thirtieth day. Options may be for 
30 days or 90 days or “specials.” A rule of the Put and Call 
Brokers and Dealers Association prohibits options for a period of 
less than 21 days. 

The “stated price” for a “put” may be either “at the market” 
or “below the market.” For example, 30-day “puts” on United 
States Steel common were “at the market” on the same day that 

^ See Appendix D for contract forms. 

Though the unit of trading is 100 shares, it is possible to ded occasionally in 
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30-day “puts” on Bethlehem Steel common were “one point below 
the market.” “Below the market” spreads may vary according to 
the stock. For instance, 30-day “puts” were quoted at j below for 
Standard Oil Company of New Jersey conunon, f below ^f or United 
States Steel common, and 1^ below for Bethlehem Steel common on 
the same day. The “put” for United States Steel common “at the 
market” meant that the buyer of the “put” had the right to de- 
liver®" to the seller of the “put” at any time within 30 days from 
the date of the “put” and on one day’s notice (except the last day, 
when notice is not required) 100 shares of United States Steel 
common stock for which the seller of the option would have paid 
the market price prevailing on the date of the option. On the 
other hand, the “put” for Bethlehem Steel common “at one point 
below the market” meant that, upon exercise of the “put” by the 
buyer, the price of the stock to the seller would be one point below 
the market price prevailing on the date of the option. 

A trader holding 100 shares of a stock seUmg at $40 a share who 
fears that the price may decline substantially because of an impend- 
ing development but who otherwise desires to keep his stock may 
purchase a “put” with the price “at the market.” If then the 
market price declines to 35, the buyer of the “put” may exercise 
it by delivering the stock to the seller of the option, who pays the 
buyer of the option $40 a share for the stock. In this way the trader 
has limited his loss to the cost of the option. 

CaU. A “call” is a contract under which the purchaser or holder 
has the right to buy the stock from the maker at a stated price 
within a specified time. The “stated price” for a “call” may be 
“at the market” or “above the market.” For example, 30-day 
“ calls” on Youngstown Steel common were “at the market” on the 
same day that similar “calls” on Bethlehem Steel common were 
at “f of a point above the market.” “Above the market” spreads 
may vary according to the stock. For instance, 30-day “ calls ” were 
quoted at “1 above” for United States Steel coiDamon and “1| 
above” for Bethlehem Steel common on the same day. The “call” 
for Youngstown Steel common “at the market” meant that the 

The contract must be presented to the oashier of the firm by whom it is endorsed 
before the expiration of the exact time limit. It is not acceptable after it has expired 
and cannot be exercised by telephone, delivery must be made according lo New York 
Stock Exchange usage, 

AH dividends for which the transfer books close during the period go with the 
stock. In the exercise of a ^^put” the owner js required to pay, and of a “ ealF' the holder 
is entitled to receive, any dividends, rights and bonuses on shares quoted ''ex” durmg 
the life of the option. 
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buyer of the "call” had the right to call upon the seller of the 
"call” at any time within 30 days from the date of the "call” and 
on one day’s notice (except the last day when notice is not required) 
to deliver to the buyer 100 shares of Youngstown- Steel common for 
which the buyer would pay the seller the market price prevailing 
on the date of the option. On the other hand, the "call” for Beth- 
lehem Steel common " at f of a point above the market ” meant that 
upon exercise of the "call” by the buyer, the price of the stock to 
the buyer would be f of a point above the market price on the date 
of the option. 

A trader, considering the purchase of 100 shares of a certain stock 
sellin g at $40 a share, who feels that the tune is inopportune but 
who fears that the price might rise suddenly while he is waiting, 
may purchase a call "at thp market.” If then the market price of 
the stock rises to $45 a share, the buyer may exercise the "call” 
by calling upon the seller to deliver the stock to the buyer, who pays 
the seller $40 a share for the stock. 

Function. The chief economic function of options is to provide a 
means of reducing the risk of loss. The holder of an option knows 
in advance the exact extent of his possible loss regardless of fluc- 
tuations in the market price of the stock. In the event the market 
moves contrary to the expectations of the owner of stock protected 
by a "put,” the loss is definitely limited to the amount of premium 
paid for the option plus the difference between the price of the stock 
prevailing at the time the option was bought and the price specified 
in the option contract. If, on the other hand, the market advances 
and the price of the stock on the expiration date is higher than the 
"put” price, the holder can permit the option to lapse and sell his 
stock if he desires. Obviously the profit is reduced by the cost of 
the option. The "caU” insures the trader against loss in the case 
of the sale of stock protected by a "call.” If the stock declines, he 
can re-buy the stock profitably. 

Price. Options are written by option dealers, who set the price 
which the buyer must pay for the option. The price of the option 
is influenced by the length of the option and by market conditions. 
Options "at the market” (price prevailing at the time the option 
is purchased) are milch dearer than those where the option price 
(price named in the contract) is a number of points away from the 

^The state of Kew York and the federal government require that stock transfer 
stamps be attached to ^^calF’' contracts but not to ^^puts/^ The buyer of the ^^call'' 
pays this tax, which is the same as the tax paid when selling shares of stock. The 
maximum is $10 per 100 shares and decreases according to the price and par value. 
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current market price. The latter sell at a fixed premium of $137.50 
per 100 shares. In an active bull market, “calls” are dearer than 
“puts” and may be difficult to obtain, whereas in times of sharp 
decline, “puts” are dearer than “calls” and may also be difficult 
to purchase. In dull markets both “puts” and “calls” are low in 
price. Options on stocks where the fluctuations are small can be 
bought more reasonably than on those which move erratically and 
where the daily spread can and does amount to many points. 
Options for a longer period of time are considerably more expensive 
than those that run for a shorter period of time. There is usually a 
differential between the price of a “put” and the price of a “call” 
on the same bond or stock. For example, 90-day “puts” on United 
States Steel common were quoted at $250 (100-share option) at the 
same time that “calls” on the same stock were quoted at $325 
(100-share option). Similarly, every bond or stock has a separate 
quotation. 

Straddle and spread. A straddle and a spread each represent the 
simultaneous purchase of a “put” and a “ call.” The buyer has the 
right either to buy or to sell the stock, or to buy and sell the stock, 
within a specified period of time. The buyer will exercise the “call” 
if the market price of the stock on the due date is higher than the 
option price, and he will exercise the “put” if the market price of 
the stock is below the option price. The two forms of option differ, 
however, in that the straddle permits both the “put” and the 
“call” to be exercised at the same price (the actual market price), 
whereas the spread specifies one price for the “call” and a different 
price for the “put,” with a “spread” between the two prices. 

Accumulation and distribution. In a restricted market, with 
limited buying and selling orders in the hands of brokers, any 
attempt to execute a large order immediately would have an un- 
favorable effect upon the prevailing price. In order, therefore, to 
acquire a large number of shares of a particular stock at a more 
favorable price, the trader employs a procedure known as “accumu- 
lation,” under which the desired quantity is acquired by gradual 
purchase. In like manner, a trader who wishes to dispose of a large 
number of shares of a stock at a more favorable price follows the 
practice called “distribution” under which the stock is disposed of 
by gradual sale. 

Arbitrage. Arbitrage is the simultaneous purchase and sale of 
securities to take advantage of a discrepancy in prices. It may be 
conducted in the same security in two different markets or in 
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equivalent securities in the same market. An arbitrage operation 
in the same security in two different markets is possible where, for 
example, a stock is selling at a higher price in the London market 
than in the New York market. A profit is possible by a simultaneous 
sale of the stock in London and purchase in New York. In Septem- 
ber, 1938, the threat of another World War arisiug out of the 
Sudetenland controversy between Germany and Czechoslovakia 
provided a situation favorable to this type of arbitrage. On the 
theory that American markets were more upset over conditions in 
Europe than foreign markets, some traders sold large blocks of 
stock in the London market on September 15, 1938, before the 
opening of the market in New York and covered in the New York 
market later the same day. 

An arbitrage operation in two securities in the same market may 
arise (a) between a stock and the “rights” which have been declared 
on the stock; (b) between a bond and the stock into which it is 
convertible; or (c) between the old and the new securities in a 
reorganization.®® In July, 1941, financing by American Telephone & 
Telegraph Company resulted in the establishment of a market on 
a “when issued” basis for dealings m “rights” and $234,000,000 of 
convertible debenture 3’s. While prices for both the “rights” and 
the debentures were closely geared to each other, there were oppor- 
tunities for narrow profits if the “right” could be bought on the 
bid side and the debentures sold on the offer side. The “rights” 
were: bid, 1^; asked, 1-^. Under the terms of the offering, the 
stockholder could buy a $1,000 debenture at par for every 80 shares 
of stock. At the bid price of l-Jf, the cost of 80 “rights” was 
$117.50, which, when added to the $1,000 purchase price of the 
debenture, made a total cost of $1,117.50. The market price of the 
debentures at the same time was bid: lllf ; asked: 112. To make a 
profit, the trader would have had to sell the debenture at the asked 
price of 112, or $1,120 less 50 cents federal transfer tax, a net sale 
price of $1,119.50. The difference represented a profit of $2 
(■$1,119.50 - $1,117.50). 

Quasi-arhitrage. In 1942 traders were attracted to the quasi- 
arbitrage possibilities in railroad reorganization bonds arising out 
of the fact that there were substantial differences in the market 
price of the old bonds and of the securities which were to be issued 

Tlie, short position of 39,329 shares of General Motors common stock and of 
41,298 shares of Pepsi-Cola m June, 1944, was believed to be partly on arbitrage dealings 
in connection with the acquisition of YeHow Truck by the former and of Phoenix 
Securities by the latter. 
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under reorganization plans in exchange for the old bonds. The , 
issuance of the new securities, however, was contingent upon the 
successful consummation of the reorganization plans. A quasi- 
arbitrage differs from a true arbitrage in that a trader m a reorgani- 
zation plan buys the old security but sells the “when, as, and if 
issued” equivalent. Shopld material changes occur in the plan of 
reorganization, the “when, as, and if issued” contract becomes void, 
leaving the trader “long” of the purchased bonds. The current 
good earniags and favored tax position of the railroads, however, 
had developed a more favorable attitude toward railroad bonds, so 
that traders were less disturbed than formerly by the possibility of 
being left “long” of purchased bonds. 

Funcliqp,. Arbitrage operations tend to maintain prices on an 
equivalent basis. With so many expert traders watching the 
situation, there is little opportunity for prices to get out of line for 
any considerable period. 

Special offering. Under a special offering, members and member 
fir ms offer through the facilities of the New York Stock Exchange 
a block of stock that cannot otherwise be absorbed on the floor 
within a reasonable time and at reasonable prices. The first special 
offering on the New York Stock Exchange was a block of 2,958 shares 
of Bon Ami Company “B” stock on February 19, 1942.®^ Pro- 
vision for special offerings also prevail on the San Francisco, Phila- 
delphia, Detroit, Chicago, and Cincinnati Stock Exchanges and on 
the New York Curb Exchange. 

Procedure. Security owner A, with a large block of stock which he 
desires to sell, approaches Exchange member X and offers to sell 
the stock at 40, the latest market price, with a special co mm ission 
of I point to any broker who acts as an agent for a buyer. If the 
Exchange member X is interested, he applies to the Stock Exchange 
for permission to make a special offering. No special offering may 
be made unless the Exchange decides that the shares could not be 
disposed of in a reasonable time interval through the ordinary 

^ A factor which complicatofl the computation of possible profits was the dual prob- 
lem of interest payment on existing bonds and interest accruals on ‘Vhen issued’^ 
bonds. Fixed interest accruing up to the delivery date on the new bonds belongs to 
the seller and all contmgent interest to the purchaser. Certain current payments had 
been specified to be on account of fixed interest accruals whde other payments by the 
same railroad had not been designated. 

35 Under Rule X-lOB-2, the Securities and Exchange Commission prohibited any 
person participating in the distribution of a security issue from paying another person 
to solicit purchases of the securities on an exchange in order to facilitate their distribu- 
tion. The Commission revised its rule, however, in February, 1942, to permit special 
offerings. 
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auction method without a possible unwarranted or unreasonable 
disturbance of the price level. Except in special circumstances, the 
Exchange has not permitted a special offering unless the offering 
involves at least 1,000 shares of stock or shares having an aggregate 
market value of $25,000, whichever is greater.®* In deternaining 
whether the privilege of making a special offering shall be granted, 
the Exchange takes into consideration the daily price range and the 
volume of transactions in the stock on the floor of the Exchange 
during the preceding six months; attempts which have been made 
to dispose of the stock in the regular market on the floor; existing 
conditions of the speciahst’s book in the stock; the past and current 
interest in the stock on the floor; and the number of shares and 
current market value of the block proposed to be covergd by the 
special offering. The rules of the Exchange require that the offerer 
must be the owner of the entire block of stock offered and prohibit 
both piecemeal or successive offerings of the same security by the 
same offerer and offerings on an “all or none” basis. 

Upon approval by the Exchange and at the hour stipulated for 
the sale, the’ special offering is printed on the tape showing the 
gross price and special commissions in a legend such as “SP OFF 
10000 XYZ 40 COM 5,” and orders for the stock are received on the 
floor of the Exchange. Only members and member firms may 
receive the ’special commission. An uncompleted offering, however, 
may not be terminated without the approval of the Exchange. 
In many cases the offering has been completed in less than fifteen 
minutes. One special offering of 28,700 shares of General Electric 
common was completed in four nainutes. 

Commission. The commission of one haK of a point mentioned in 
the announcement is paid by the seller to the buying brokers for 
soliciting purchases. In this instance the buying brokers would 
pay 40 for the stock for the account of their principals and, instead 
of receiving a commission from the buyer, would be paid ^ point 
per share as commission by the firm making the offering. The 
seller would receive 40 for his stock but misist pay the | point com- 
mission to the buying broker, a commission to his selling broker, 
and the federal and state transfer taxes. The gross cost to the 
seller in commissions must not be less than double the regular 
com m ission, but may be more. The broker who handles the trans- 

In 1944 the special offerings plan was made applicable to blocks of bonds provided 
they are not less than $15,000 principal amount with an aggregate market value of 
$10,000. The special commission may not exceed 2i per cent of the selling price. 
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action initially for the client must obtain at least the minimum 
clearance commission, and the balance may be paid to the brokers 
obtaining the buying orders. 

Oversubscri'ption. In handling oversubscriptions, it is the policy 
of the Exchange to hold the books open for fifteen minutes so that 
all members may have an opportunity to submit bids.” At the end 
of this period, the books are closed and allotments made on a per- 
centage basis of total orders received. For example, 5,000 shares of 
Hercules Powder Company common stock were offered at S59 a 
share with $1.15 commission. Since the total subscriptions to the 
5,000 shares offered came to 9,025 shares, allotments were made on 
the basis of 55.4 per cent. A total of twenty-one member firms 
participated in the offering. The largest allotment was 920 shares 
and the smallest was 15 shares. At the same time 10,000 shares of 
National DistUlers Products Corporation common were offered at 
25j a share, with 50 cents commission. As total bids aggregated 
15,895 shares, allotments were made at the rate of 62.9 per cent. A 
total of fifty-nine purchases were made through thirty-three member 
firms during the fifteen minutes the offering was held open. The 
largest allotment was 1,130 shares and the smallest was 15 shares. 

Function. It is not the purpose of a special offering to supersede 
the auction market. Prior to 1944, however, a special offering was 
automatically suspended when regular-way stock was offered at a 
price below that of the special offering. This sometimes resulted 
in a strange situation. The regular-way price might be only one 
eighth below the special price and yet actually above it when the 
commission was included. For example, with the special offering 
net price to the customer at 50 and regular-way stock offered at 
49|, the commission on the latter would raise the total cost to the 
customer to approximately 50|. Effective April 25, 1944, however, 
a special offering priced between 8 and 50 is not suspended unless 
the regular-way offer is at least J below it. The differential must be 
at least f in the instance of special offerings priced at over 50. A 
special offering m a pqjticular issue may be in progress on the 
Stock Exchange floor at the same time that regular trading is bemg 
conducted in the issue. 

Prior to 1944, it was customary when regular-way stock was 
offered below the special offering price for brokers to get instruc- 

As a result of an amendment in 1944, an exception from this minimum require- 
ment is given to any oiffering that has been announced on the ticker tape at least one 
hour before the offermg becomes effective. An offering so exempt may not be closed 
without the approval of the Exchange. 
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tions from their customers. This mvariably led to delay and often 
the regular-way stock was not available by the time the broker was 
empowered to act. A second rule, effective April 25, 1944, provided 
that a broker with a special offering order must buy any regular- 
way stock available if he could do so at a saving to the customer. 
The rule specifically provided that “every order for a purchase in 
a special offering shall be accepted pursuant to this condition.” 

Secondary distribution. A secondary distribution is the sale out- 
side the Exchange, generally after regular trading hours, of a block 
of hsted stocks or bonds too large for immediate sale on the Ex- 
change. Large blocks of unhsted securities are also distributed by 
the same method. In 1940-1941 the British Government hquidated 
some of the American stock holdings of its subjects through second- 
ary distributions. Since then, secondary distributions have consisted 
primarily of sales for tax purposes on behalf of estates and other 
large domestic holders. Among the blocks marketed in 1940-1941 
were : 


200,000 

300.000 

100.000 
100,000 
180,000 

500.000 

250.000 

260.000 
200,000 
120,000 


shares of Commonwealth Edison 
“ “ Umted Gas Improvement 

“ “ Eastern Airlines 

“ “ Standard Oil of Indiana 

“ “ Consolidated Edison 

“ “ Standard Oil of New Jersey 

“ “ S. S. Kress 

“ “ Pennsylvania Railroad 

“ “ United States Steel 

“ “ Socony-Vacuum 


One of the largest secondary distributions consisted of 704,121 
shares of Chesapeake & Ohio Railway common stock marketed 
for Alleghany Corporation. Blyth & Co., Inc., formed a syndicate 
of more than eighty investment firms throughout the country to 
offer the stock directly to investors or through' dealers. John D. 
Rockefeller distributed through Dillon, Read & Co. and associated 
investment banking firms stocks in the four leading Standard Oil 
companies having a total market value in excess of 123,000,000. The 
securities involved were 500,000 shares of the Socony-Vacuum Oil 
Company, 200,000 of the Standard Oil Company of New Jersey, 
100,000 Standard Oil of California, and 50,000 of Standard Oil of 
Indiana. A' secondary distribution is not necessarily limited to a 
block of stock but may also be a block of bonds. In 1944, for 
example, Blyth & Co. offered $225,000 of Georgia Southern & ' 
Florida Railroad first mortgage 5 per cent bonds due Jtdy 1, 1945. 
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Participation. A secondary distribution does not have to be 
cleared with the Exchange, since the participants are over-the- 
counter dealers. Participation is open, however, to Exchange 
member firms. In order for members of the New York Stock Ex- 
change to participate in the secondary distribution of a security 
listed on the Exchange, the approval of the Exchange must be 
obtained. The member firm must request permission of the Ex- 
change by 2 : 30 p.m., one-half hour before the close of the Exchange. 
In the Chesapeake & Ohio Railway common stock distribution, the 
Blyth firm, which was not a member of the Exchange, had to obtain 
permission for Exchange members to participate in the distribution. 
If the distribution has the approval of the Exchange, the announce- 
ment of the distribution is made on the stock ticker and the syndi- 
cate agrees to keep its books open to receive subscriptions for at 
least one-half hour after the notice. The New York Stock Exchange, 
however, has not approved all applications to permit member firms 
to participate in a secondary distribution. DiUon, Read & Co. 
offered 40,000 shares of Standard Oil Company of New Jersey stock 
through a secondary distribution while Mellon Securities Corpora- 
tion and Blyth & Co. organized another secondary distribution to 
offer 75,000 shares of Commercial Solvents stock. Inasmuch as the 
three firms involved were not members of the Exchange, they could 
not invite member firms to participate without the consent of the 
Exchange. The Exchange took the position in each case that the 
market could absorb the stock as special offerings and refused to- 
permit member firms to participate. 

Position of dealer. A house that undertakes to make a secondary 
distribution may act as a principal, as a broker, or as a combined 
principal-broker. When acting as a principal, the house buys the 
block of securities outright from the seller at an agreed price. When 
a house acts as a broker, it agrees with the seller to seU the securities 
on a commission basis. Sometimes a house acts as a combined prin- 
cipal-broker, agreeing to buy part of the offering outright as a prin- 
cipal and to find buyers for the balance of the offering as a broker. 

Offering price. The offering price to the public usually is at a 
fixed price, less a concession to dealers. Usually the price at which 
the securities are offered is that of the latest transaction on the 
Exchange, if the issue is listed, or at the current offermg price in 
the over-the-counter market if- the issue is traded exclusively over 
the counter. In the Chesapeake & Ohio Railway distribution, the 
offermg price was 46f , with a dealers’ discount of ninety cents a 
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share. The John D. Rockefeller distribution was made at the clos- 
ing sale prices for the issues on the New York Stock Exchange, less 
specified discounts to dealers, as follows: 500,000 shares of Socony- 
Vacuum Oil at ISf, less 35 cents; 200,000 shares of Standard Oil of 
New Jersey at 56i, less 75 cents; 100,000 shares of Standard Oil 
of California at 37^, less 50 cents; and 50,000 shares of Standard 
Oil of Indiana at 33, less 50 cents. Similarly, the Georgia Southern 
& Florida Railroad first mortgage 5’s of 1945 were offered at 95 
and accrued interest, with a discount to dealers of one point. The 
concession must be attractive enough to induce the dealer to par- 
ticipate in the distribution. The profit of ninety cents a share in 
the Chesapeake & Ohio Railway distribution compared favorably 
with the usual brokerage commission of twenty cents. 

Significance. The seller of the stock obviously obtains a lower 
net price for his stock than the closing level on the Exchange or 
over-the-counter, because the concession which the dealer receives 
is deducted from the price. On the other hand, the seller is able 
to dispose of a block of securities that could not otherwise be sold 
through the Exchange or over-the-counter except at a substantial 
sacrifice in price or over a protracted period! 

Investors are attracted by a secondary 'distribution because 
(a) they save a commission charge; (b) they obtain the security at 
an assured price; and (c) they are offered a security not otherwise 
readily available. A secondary distribution of 50,000 shares of 
Liggett & Myers B stock was made at a net price to the public of 
80^. The buyer of 100 shares at this price through the secondary 
distribution saved $32.63 in New York Stock Exchange com- 
missions. 

Secondary distributions have exceeded special offerings on the 
New York Stock Exchange both in number of distributions and in 
number of shares sold, as indicated by the following tabulation: 


Number of Shares Distributed . . 

19U 

. . 5,867,763 

194S 

4,900,636 

1942 

3,545,432 

Special OSermg 

. . 1,067,356 
. . 4,790,407 

1,072,781 

851,093 

Secondary Distribution . . . 

3,827,855 

2,694,339 

Number of Offermgs 

. . 230 

215 

220 

Special Offering ...... 

. . 85 

76 

80 

Secondary Distribution . . . 

. . 145 

1'39 

140 


The total number of shares distributed by secondary distribution in 
1944 was approximately 81 per cent of the total, compared to 78 per 

'*.4. Rmew of Specid Offedngs and Secondary Market Distrifmtions, 19A0-19U, 
Shields & Company, New York. 
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cent in 1943 and 76 per cent in 1942. In each year the number of 
offerings through secondary distribution was approximately 60 per 
cent of the total. 

Review Questions 

1. How many commissions are involved in every security transaction on an 
exchange? 

2. What is the established unit of trading on the New York Stock Exchange 
for bonds and for stocks? 

^ 3. Discuss the problem of filling orders to buy or to sell in multiples of the 
unit of trading. 

4. Discuss the problem of filling an order to buy or to sell securities quoted at 
high puces. 

5. Distinguish between a ^^market” order and a ''limit” order. 

6. Distinguish between a "day” order and an "open” order. 

7. Define an odd-lot order. 

8. Discuss the function of the odd-lot broker. 

9. Explain the odd-lot differential. 

10. Is the odd-lot differential in lieu of or an addition to the brokerage com- 
mission? 

11. Discuss the significance of odd-lot trading to the small investor. 

12. Name three bases of delivery upon which a security may be sold. 

13. On what day is a security deliverable if sold on Thursday (a) on a cash 
basis and (b) regular delivery? 

14. What is meant by "delayed” delivery? 

15. How is title passed in the sale of bonds and of stocks? 

16. Name three implied guarantees in the transfer of a negotiable instrument. 

17. What is meant by a "buy-in”? 

18. Account for the differential in the price of a registered and a coupon bond of 
the same issue. 

19. What is the purpose of a margin purchase? 

20. What is meant by "margin”? 

21. Distinguish between the buyer’s "equity” and "debit balance.” 

22. Explain the source of the funds lent by the broker. 

23. Distinguish between the initial and the maintenance margin. 

24. What is meant by "short selling”? 

26. Describe the restrictions placed on a short sale by the S.E.C. 

26. Describe the completion of a short sale. 

27. Distinguish between stock lending "and interest,” "flat,” and "at a 
premium.” 

28. What is meant by "covering a short sale”? 

29. What is meant by a "stop” order? 

30. Explain the use of a "stop” order. 

31. When does a "stop” order become a "market” order? 

32. What is meant by a "specialist”? 

33. What is the significance of the specialist? 
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34. Define an option. 

35. Explain the basic principle of the option. 

36. Where is the market in options? 

37. Distinguish between a ^^put” and a ‘‘call.” 

38. Indicate the period for which an option is valid. 

39. Distinguish between an option priced “at the market” and one priced 
“away from the market.” 

40. Discuss the economic function of options. 

41. Distinguish between “accumulation” and “distribution.” 

42. Define arbitrage. 

43. Distinguish between an arbitrage and a quasi-arbitrage. 

44- What is meant by a “special offering”? 

45. Discuss the factors considered by the Exchange in approving a special 
offering 

46. What is meant by a “secondary distribution”? 

47. Discuss the advantages of a secondary distribution to the seller and to the 
buyers 

48. Under what conditions may Exchange member firms participate in a second- 
ary distribution? 

49. Discuss the importance of Exchange member firms to a successful secondary 
distribution. 


Assignment 

(a) Indicate the day of delivery of a stock sold “regular way” on Wednesday, 
May 3; on Friday, May 5; on Saturday, May 6, and on Tuesday, July 2. 

(b) Interpret the nature of the following order received by a broker: “Buy 80 shares 
of Continental Can common at 38.” 

(c) Indicate the initial margin required by the New York Stock Exchange under 
the requirements in effect July 5, 1945, to J anuary 19, 1946, on the following 
purchases: 100 shares at 5; 100 shares at 15; 100 shares at 30; 20 shares at 50; 
100 shares at 60. 

(d) Indicate the initial margin required imder the requirements in effect July 5, 
1945, to January 19, 1946, on a purchase of 100 shares of Sun Oil Company 
common at 51|. Below what price would the stock have to decline before 
additional margin would be required? 

"(e) Explain the following quotation from The Wall Street Journal: “There was a 
small demand for stocks in the loan crowd on the New York Stock Exchange, 
Monday, May 22, Clearing House stocks loaning at a ‘premium' or ‘and 
interest' were Eastman Kodak common, J. C. Penney common, and Westing- 
house Electric common, each at a premium of $1 per lOO shares. All other 
Clearing House stocks were flat.” 

(f) Broker A sells 50,000 shares of common stock for Mr. Smith through a special 
offering on the New York Stock Exchange at $45 a share with 70 cents com- 
mission. Broker B buys 500 shares for Mr. Jones, a client. Indicate (without 
computation) the amount paid by Mr. Smith to Broker A; the amount paid 
by Mr. Jones to Broker B ; the net proceeds to Mr. Smith; the profit to Broker B, 

(g) A special offering of 16,000 shares of common stock is made at 52 with f of a 
point commission. Total bids aggregating 22,450 shares are received. Deter- 
mine the rate of allotment. 
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Market price of bonds. The market price of a bond is quoted in 
terms of a percentage of principal amount. A price of 84 on a bond 
means 84 per cent of the principal amount ($1,000) or $840. Corpo- 
rate bond prices are quoted in terms of eighths of a point. A quota- 
tion of 92| means a price of $921.25 (92| per cent of $1,000). 
United States Treasury bonds are quoted in’ terms of thirty-seconds 
of a point. A quotation of 110.17 on a United States Treasury bond 
means $1,105.31 (110|^ per cent of $1,000). Serial 'bonds are fre- 
quently quoted pn the basis of the rate of income return instead of 
the percentage of the principal amount. For example, a quotation 
of 2.75 bid and 2.50 asked means that buyers are offering to pay a 
price that would afford a rate of income return of 2f per cent 
annually, whereas sellers are offering to sell at a price that would 
afford a rate of income return of 2^ per cent annually. 

Discount and premium bonds. Bond prices are referred to as ‘‘at 
a discount” or as “at a premium.” A bond quoted at 92| is selling 
“at a discount” in that it is sellhag below its principal amount 
($1,000). The discount is measured as the difference between the 
principal amoimt ($1,000) and the market price ($925), or, in this 
instance, $75. On the other hand, a bond quoted at 105 f is selling 
“at a premium” in that it is selling above its principal amount 
($1,000). The premium is measured as the difference between the 
market price ($1,053.75) and the principal amount ($1,000), or, in 
this instance, $53.75. 

“And interest” basis. Bonds are quoted on an “and interest” 
basis; that is, the buyer pays to the seller both the price agreed 
upon and accrued interest. If the iaterest on a bond is paid 
January 1 and July 1 and the bond is bought on May 15, interest 
has accrued since January 1, when the last interest payment was 
made. The buyer will receive the next semi-aimual interest pay- 
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ment on the succeeding July 1. His capital, however, will have 
been invested only since May 17, the date on which he paid for the 
bond; hence he is not entitled to interest for the entire six-months 
period. On the other hand, the seller has had his capital invested 
in the bond up to the time of delivery and hence is entitled to inter- 
est for that period. The issuer of the bond, however, is not inter- 
ested in, nor, as a practical matter can it take cognizance of, the 
relative periods of investment by the buyer and the seller. The 
issuer will pay the interest on July 1 either to the person ha whose 
name the bond is registered, if it is a registered bond, or to the 
person presenting the appropriate coupon if it is a coupon bond. 
In either case, the person involved is the buyer. The buyer, instead 
of waiting until July 1 to reimburse the seller for the latter’s share 
of the interest, pays the seller the accrued interest at the time of 
dehvery and is himself reimbursed at the next interest payment 
date. In the event that interest is not paid at the next interest 
payment date, however, the buyer may not recover from the seller 
the accrued interest paid to the seller at the time of purchase, but 
must endeavor to collect from the issuer of the bond. 

The interest to which the seller is entitled accrues up to, but not 
including, the day of delivery.^ For example, a 4 per cent bond 
(principal amount $1,000) with interest payable January 1 and 
July 1, bought on Tuesday, June 20, is deliverable on Friday, 
June 23. The interest accrues up to but not including June 23. 
The calculation of the accrued interest is as follows : 


$1,000 4% for 5 montlis $16 6667 

$1,000 at 4% for 22 days 2.4444 

Total Accrued Interest $19.1111 


In the instance of a bond sold on a “delayed delivery” basis and 
quoted 85| “S7F,” the seller has the option of making dehvery 
within seven days. Accrued mterest, however, does not accrue up 
to the day of actual dehvery but rather to the day of dehvery 
“regular way.” For example, if the 4 per cent bond mentioned 
above were sold on Tuesday, June 20, on a delayed dehvery basis, 
the interest would accrue up through Thursday, June 22, even 
though dehvery may not he made until later. 

Flat. The price on a bond that is in default in the payment of 
mterest or on which interest is a contingent charge (an income 

^ Accrued interest is calculated on a 30-day« month, 360-day year, except in the 
instance of certain United States Government bonds on which the exact number of days 
fallmg withm the interest period is used See Chapter Nme. 
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Interest on 11,000 prom One Day to Six Months 


Days 


£ Per Cent 

3 Per Cent 

4 Per Cent 

5 Per Cent 

6 Per Cent 

1 . 


. so 0555 

$0 0833 

SO nil 

SO 1389 

$0.1667 

2 . 


; 0 1111 

0 1667 

0 2222 

0 2778 

0.3333 

3 . 


. 0 1667 

0 2500 

0 3333 

0 4167 

0.5000 

4 . 


. 0 2222 

0 3333 

0 4444 

0.5556 

0.6667 

5 . 


. 0 2778 

0.4167 

0 5555 

0 6944 

0.8333 

6 . 


. 0 3333 

0.5000 

0 6667 

0 8333 

1.0000 

7 . 


. 0 3889 

0.5833 

0 7778 

0 9722 

1.1667 

8 . 


. 0 4444 

0.6667 

0 8889 

11111 

1.3333 

9 . 


. 0 5000 

0 7500 

1.0000 

12500 

15000 

10 . 


. 0 5555 

0 8333 

1 nil 

13889 

1.6667 

11 . 


. 0 6111 

0.9167 

12222 

15278 

1.8333 

12 . 


. 0 6667 

1.0000 

1.3333 

1.6667 

2.0000 

13 . 


. 0 7222 

1.0833 

14444 

18055 

2.1667 

14 . 


. 0 7778 

1 1667 

1 5555 

19444 

2.3333 

15 . 


. 0 8333 

1.2500 

1.6667 

2 0833 

2 5000 

16 . 


0.8889 

1 3333 

17778 

2 2222 

2.6667 

17 . 


. 0.9444 

14167 

18889 

2 3611 

2 8333 

18 . 


. 1 0000 

1.5000 

2.0000 

2.5000 

3.0000 

19 . 


. 1.0555 

1 5833 

2.1111 

2 6389 

3.1667 

20 . 


. 1.1111 

16667 

2 2222 

2.7778 

3.3333 

21 . 


. 1.1667 

1.7500 

2 3333 

2.9167 

3.5000 

22 . 


. 1 2222 

1 8333 

2 4444 

3.0555 

3.6667 

23 . 


1.2778 

19167 

2 5555 

3.1944 

3.8333 

24 . 


. 1.3333 

2 0000 

2 6667 

3.3333 

4.0000 

25 . 


. 1 3889 

2.0833 

2 7778 

3.4722 

4.1667 

26 . 


. 1 4444 

2 1667 

2.8889 

3.6111 

4.3333 

27 . 


. 1.5000 

2 2500 

3 0000 . 

3.7500 

4.5000 

28 . 


. 1 5555 

2.3333 

31111 

3 8889 

4.6667 

29 . 


. 1.6111 

2 4167 

3 2222 

4.0278 

4.8333 

30 . 


. 1.6667 

2.5000 

3.3333 

4.1667 

5.0000 

Months 

1 . 


. 1.6667 

2.5000 

3 3333 

4 1667 

5.0000 

2 . 


. 3.3333 

5 0000 

6 6667 

8 3333 

10.0000 

3 . 


. 5.0000 

7 5000 

10 0000 

12 5000 

15 0000 

4 . 


. 6 6667 

10 0000 

13.3333 

16 6667 

20,0000 

5 . 


. 8 3333 

12.5000 

16 6667 

20 8333 

25 0000 

6 


. 10 0000 

15.0000 

20 0000 

25.0000 

30 0000 


bond) is usually quoted “flat”; that is, accrued interest is not 
added to the price. For example, the complete price of a bond 
(principal amount $1,000) quoted at 42 and selling “flat” is $420. 
The price of $420 includes any interest payment that may be 
anticipated at the time of sale.^ 

Yield on bonds. In view of the fact that the buyer of a bond 
purchases the bond for the purpose of receiving both a return in 

2 Effective July 1, 1944, the following bonds previously selling were traded 

on an ^^and interest basis: Erie Railroad general mortgage income 4-|^s of 2015; Gulf, 
Mobile Ohio Railroad general mortgage income 5*s of 2015; Wabash Railroad general 
mortgage income 4^s of 1981 and 4J^s of 1991, 
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the form of semi-annual interest payments during the life of the 
bond and the repayment of the principal at maturity, the price of 
the bond alone is not the sole criterion of its value. A 5 per cent 
bond maturing in five years and selling at 105 is not cheaper than a 
similar bond maturing in twenty years and selling at ilOf, since 
the former yields 3.9 per cent compared to 4.2 per cent for the 
latter. The investor is more concerned with the relationship be- 
tween his current investment and the return on the investment, 
which is called yield and is expressed as a percentage. 

-Nominal and current yield. Yield on a bond may be expressed as 
no min al yield, current 3 ield, and net yield to maturity. In a 4 per 
cent bond due in ten years and purchased at 90, the nominal yield 
is 4 per cent, meaning that the issuer pays interest at the annual 
rate of 4 per cent on the principal amount (SI, 000). This, however, 
does not represent the real yield to the buyer, since the $40 annual 
interest which he receives is on an investment of only $900. The 
current yield, on the other hand, gives recognition to the relation- 
ship between the dollars of intejest received, in this case $40, and 
the dollars of investment, in this case $900. In this instance, the 
current yield to the investor is 4.44 per cent. 

Net yield to maturity. The current yield, in turn,, ignores other 
pertinent featirres of the investment. In the first place, the bond- 
holder’s return also involves the repayment at maturity of the 
principal of $1,000, which will be $100 more than he invested. The 
appreciation in value of a bond purchased at a discount which 
takes place between the purchase date and the maturity date is 
called “accmmilation” and is measured as the difference between 
the principal amount and the purchase price. On the other hand, if 
the bond is purchased at 106, the bondholder will receive $1,000 at 
maturity in repayment of the principal, or $60 less than he invested. 
The depreciation in the value of a bond purchased at a premium, 
which occurs between the purchase date and the maturity date. Is 
called “amortization” and is measured as the difference between 
the purchase price and the principal amount. In order, therefore, to 
give full consideration to (a) the dollars received in annual interest 
payments, (b) the accumulation or amortization, and (c) the 
' number of years the bond will run to maturity, yield is usually 
expressed as “net yield to maturity.” 

Approximate method. Net yield to maturity may be calculated 
either by the, approximate method or by reference to. a bond table. 
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The holder of a 4 per cent bond due in ten years and purchased at 
90 will receive $40 annually as interest. At maturity he will receive 
$1,000, or $100 more than he invested. This accumulation of $100 
($1,000 — $900), however, occurs during the life of the bond or at 
an average annual rate of $10 ($100/10 years). As a result, his 
average annual return is $50 ($40 + $10). The bondholder’s initial 
investment is $900. -In view of the annual accumulation, however, 
his investment increases each year by $10. His investment is $910 
at the beginning of the second year and $990 at the beginning of 
the tenth year. As a result; his average annual investment is $945 
($900 + $990 or $1,890/2). An average annual return of $50 on 
an average annual investment of $945 affords an average annual 
3deld of 5.291 per cent. The rising investment and the correspond- 
ing decrease in yields is illustrated in the following table: 


Year 

Cost 

Annual 

Interest 

Accumu- 

lahon 

Total 

Interest 

Yidd (%) 

1 . . 

$900 

$40 

110 

$50 

5.55 

2 . . 

910 

40 

10 

50 

5.49 

3 . . 

920 

40 

10 

50 

5 43 

4 . . 

930 

40 

10 

50 

5 37 

5 . . 

940 

40 

10 

50 

5 31 

6 . . 

950 

40 

10 

50 

5 26 

7 . . 

. 960 

40 

10 

50 

5.20 

8 . . 

. 970 

40 

10 

50 

5 15 

9 . . 

. 980 

40 

10 

50 

5.10 

10 . . 

. 990 

40 

10 

50 

5 05 




Average yield . . 

. 5.291% 


Shnilarly, the holder of a 4 per cent bond due m ten years and 
purchased at 106 will receive $40 annually as interest. At maturity 
he will receive $1,000, or $60 less than he invested. This loss of 
$60 ($1,060 — $1,000), however, occurs during the life of the bond, 
or at an average annual rate of $6 ($60/10 years). As a result the 
average annual return is $34 ($40 — $6). The bondholder’s initial 
investment is $1,060. In view of the annual amortization, however, 
his investment decreases each year by $6. His investment is $1,054 
at the beginning of the second year and $1,006 at the beginning of 
the tenth year. As a result, his average annual investment is $1,033 
($1,060 + $1,006 dr $2,066/2), An average annual return of $34 on 
an average annual investment of $1,033 affords an average annual 
yield of 3.291 per cent. The decreasing value of the investment and 
the corresponding increase in yield is illustrated m the foUoYidng 
table: 
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Year 

Cost 

Annwil 

Interest 

Amorti- 

zation 

Net 

Interest 

Yield {%) 

1 . 

. . $1060 

$40 

$6 

$34 

3 20 

2 . 

. . 1054 

40 

6 

34 

3 22 

3 . 

. . 1048 

40 

6 

34 

3 24 

4 . 

. . 1042 

40 

6 

34 

3.26 

5 . 

. . 1036 

40 

6 

34 

3.28 

6 . 

. . 1030 

40 

6 

34 

3 30 

7 . 

. . 1024 

40 

6 

34 

3 32 

8 . 

. . 1018 

40 

6 

34 

3 34 

9 . 

. . 1012 

40 

6 

34 

3 36 

10 . 

. . 1006 

40 

6 

34 

3^ 




Average yield . . 

. 3.291% 


Bond table. The most common method of determining the net 
yield to maturity on a bond is by reference to a standard bond 
table suQh as the Rollins tables (Bond Values, Montgomery Rollins), 
Sprague tables (Complete Bond Tables, Charles E. Sprague) or 
Johnson tables (Bond Yields, D. C. Johnson and others). The 
Rollins tables show the value to the nearest cent of a bond for $100, 
bearing interest at the rates of 2, 2^, 3, 3|, 4, 4|-, 5, 6, and 7 per cent 
and yielding from 2 to 7 per cent. The Sprague tables show the 
value, to the nearest cent, of a bond for $1,000,000, bearing interest 
from 3 to 7 per cent and yielding from Ij to 10 per cent. The 
Johnson tables show the yields obtainable from bonds of standard 
denominations, maturities, and interest rates. 

Basis of bond table. A bond table is based on the assumption that 
a bond buyer is purchasing the present net worth of the face of the 
bond and the present value of the interest coupons discounted 
according to the various maturities. The present net worth of the 
principal of the bond at maturity is not determined by the interest 
rate the bond bears but, rather, by the prevailing rate of income 
return on similar securities. The present worth of the right to 
receive $1,000 in 15 years is determined by compound discount and 
is equivalent to the amount that accumulates to $1,000 in 15 years 
at compound interest at the prevailing rate of income return. It is 
the value of the principal today, compound discounted to the date 
of maturity at the interest rate the investment yields. The present 
worth of the coupons depends upon the aggregate amount of the 
payments, each of which is determined by the nominal interest rate, 
compound discounted at the yield rate to the present day. In most 
bonds with a maturity of over twelve years and in all bonds with a 
maturity of over twenty years, the present worth of the couporis 
’ exceeds the present worth of the principal. The more distant the 
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maturity, the less valuable is the present worth of the principal of 
the bond. 

Uses of bond table. The problems most frequently arising in con- 
nection with bond investment are either to determine the net yield 
of a bond when the price, coupon rate, and maturity date are known, 
or to determine the price at which a bond of a known coupon rate 
and maturity should sell to give a desired yield. In either case, the 
answer is found by reference to the bond table. For example, in the 
discoimt bond mentioned above (4 per cent bond, maturing in ten 
years and purchased at 90), reference to the bond table shows a net 
yield of 5.3013 per cent and in the premium bond (4 per cent bond, 
maturing in ten years and purchased at 106) a 3deld of 3.2909 per 
cent. 

Interpolation. Bond tables, however, are not complete in the sense 
that they give the net yield on every amount invested at every 
possible rate of interest for every possible maturity. Such a com- 
pilation is impracticable. The exact yield (or price) in many in- 
stances must be determined by interpolation. For example, the 
bond table does not give the yield for a 4 per cent bond due in ten 
years and selling at 90. It does report yields of 5.30 per cent at a 
price of 90.01 and of 5.375 per cent at a price of 89.47. The yield at 
the price of 90 is somewhere between 6.30 per cent and 5.375 per 
cent. The interpolation of these yields shows the exact yield at 90 
to be 5.3013 per cent, which is determined as follows; 

Price ' Y ield 

90 01 

90.00 J 

89.47 5 376 

The difference between the yield of 5.30 per cent at 90.01 and at' 
90 is the unknown and is determined by proportion. 

.01(90 01 - 90.00) _ X 

.54(90.01 - 89 47) 076(5.375 - 5.30) 

.54 X = .01 X .075 
X = .0013 

Since the difference between the yield at 90.01 and at 90.00 is .0013, 
the yield at 90 is 5.3013 per cent. 

Constant period rate. Bond tables give the nominal annual rate 
reahzed by the investor if the bond is bought at the price designated 
in the table. If, therefore, the bond is held to maturity, one half of 
the designated annual rate shown in the table, or arrived at by 
interpolation, is the constant-period rate realized on a changing 
book value. Calculation of the yield by the -approximate method 
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BOND TABLE 


10 Yeaes, Interest Payable Semi-annualey 


Bonds Bearing Interest at the Rate of 


Net per 
Annum 

6% 

5i% 

5% 

4i% 

4i% 

4% 

3i% 

3 . . 

. 125 75 

121 46 

117 17 

112 88 

110.73 

108 58 

104 29 

3 10 * . 

. 124 77 

120 50 

116.23 

11196 

109.82 

107 69 

106 42 

H . . 

. 124 53 

120 26 

116.00 

111.73 

109 60 

107.47 

103 20 

3 20 . . 

. 123 80 

119.65 

115.30 

11105 

108 93 

106 80 

102 55 

3i . 

. 123 32 

119 08 

114.84 

no 60 

108 48 

106 36 

102 12 

3 30 . 

. 122 84 

118 61 

114.38 

no 15 

108.04 

105 92 

101 69 

3| . 

. 122.12 

117 91 

113.70 

109 48 

107 37 

105 27 

101 05 

3.40 . 

. 121 89 

117 68 

113.47 

109 26 

107 15 

105 05 

100 84 

3i 

. 120 94 

116.75 

112.56 

108 38 

106 28 

104 19' 

100 00 

3.60 . 

. 120.01 

115.84 

111.67 

107 50 

105 42 

103 33 

99 17 

. . 

. 119 77 

115 61 

111.45 

107 28 

105 20 

103 12 

98 96 

3.70 . 

. 119 08 

114 93 

110.78 

106 64 

104.56 

102 49 

98 34 

3i 

. 118.62 

114.48 

no 34 

106.21 

104.14 

102 07 

97 93 

3 80 . . 

. 118 16 

114 03 

109 91 

105.78 

103.71 

101 65 

97 52 

H . . 

. 117.48 

113 37 

109.25 

105 14 

103 08 

101.03 

96 92 

3.90 . . 

. 117.25 

113 14 

109.04 

104 93 

102 88 

100.82 

96 71 

4 . . 

. 116.35 

112 26 

108 18 

104 09 

102.04 

100 00 

95 91 

4.10 . 

. 115.46 

111.39 

107.32 

103.25 

101 22 

99.19 

95.12 

. . 

. 115 24 

111.17 

107.11 

103.05 

101.02 

98 98 

94 92 

4.20 . . 

. 114.58 

110.53 

106.48 

102 43' 

100 40 

98.38 

94 33 

4-J- . . 

. 114 14 

110.10 

106.06 

102 02 

100.00 

97.98 

93.94 

4 30 . . 

. 113.70 

109.67 

105 64 

101 61 

99.60 

97 58 

93 55 

^ . . 

. 113.05 

109 03 

105 02 

101.00 

99.00 

96 99 

92 97 

4.40 . . 

. 112.83 

108 82 

104.81 

100 80 

98 80 

96 79 

92 78 

^ . . 

. 11197 

107 98 

103 99 

100 00 

98.00 

96 01 

92 02 

4.60 . . 

. 111.12 

107.15 

10318 

99.21 

97.22 

95.23 

91 26 

4f . . 

. 110.91 

106 94 

102.98 

99 01 

97.02 

95 04 

91 07 

4.70 . 

. 110 28 

106 32 

102.37 

98 42 

96.44 

94.47 

90.51 

4i . . 

. 109 86 

105 92 

101.97 

98 03 

96.06 

94.08 

90.14 

4.80 . 

. 109.44 

105.51 

101.57 

97 64 

95 67 

93.71 

89 77 

^ * . 

. 108.82 

104.90 

100.98 

97 06 

95.10 

9314 

89.22 

490 . . 

. 108.61 

104.70 

100.78 

96 87 

94.91 

92.95 

89.04 

5 . . 

. 107.79 

103.90 

100.00 

96.10 

94 15 

92.21 

88 31 

5.10 . . 

. 106.98 

103 10 

99.22 

95 35 

93.41 

91 47 

87 59 

5i . . 

. 106.78 

102 91 

99.03 

95.16 

93 22 

91.28 

87.41 

5.20 . . 

. 106.18 

102.32 

98.46 

94 59 

92.66 

90.73 

86.87 

5i . . 

. 105.78 

101 93 

98.07 

94.22 

92.30 

90.37 

86.52 

6,30 . . 

. 105.38 

101.54 

97.69 

93.85 

91.93 

90 01 

86 17 

5f . . 

. 104.79 

100.96 

97 13 

93.30 

91 38 

89 47 

85 64 

6.40 . . 

. 104,59 

100.77 

96.94 

93.12 

91.20 

89.29 

85 47 

5J . . 

. 103.81 

100.00 

96.19 

92.19 

90.48 

88 58 

84.77 


assumes that the book value increases or decreases by equal amounts 
amiually. Inasmuch, however, as it is customary to adjust the book 
value upon the receipt of each interest payment, the book value 
actually changes semi-annuaUy. If the bond account is kept scien- 
tifically, the rate of return remains constant but the gain or loss in 
book value varies from period to period. For example, if - a $1,000 
pfincipal value bond bearing aimual interest at the rate of 4 per cent 
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payable January 1 and July 1 and due July 1, 1951, is bought on 
January 1, 1948, at 104, the yield is 2.7924 per cent, or a constant 
semi-annual return of 1.3962 per cent. The changing net interest 
and amortization charges are as follows: 




Total Interest 


Amorti- 

Booh 

Date 


Received ^ 

Net Income ^ 

zation 

Value 

1948, Jan. 

1 




1,040 00 

July 

1 

... $20 

$14 52 

$5 48 

1,034 52 

1949, Jan 

1 

... 20 

1444 

5.56 

1,028 96 

July 

1 

... 20 

14 37 

5.63 

1,023 33 

1950, Jan. 

1 

... 20 

14 29 

5 71 

1,017 62 

July 

1 

. . 20 

14 21 

5 79 

1,011 83 

1951, Jan 

1 

... 20 

14 13 

5 87 

1,005.96 

July 

1 

20 

14.04 

5 96 

1,000.00 



$140 

$100.00 

$40.00 



^ 4 per cent on $1,000 principal value. 

^ 2.7924 per cent on book value. 

t 

The approximate yield rate per period is calculated as follows: 
the average loss of value of the bond per period is $5,714 ($40/7). 
The book value for the first period is $1,040 and the approximate 
book value for the last period is $1,005,714. As a result, the average 
book value is $1,022,857 ($1,040 + $1,005,714 =• $2,045,714/2). 
Since the average net interest realized is $14,286 ($20 — $5,714), 
the approximate yield rate per - period is .013966 per cent 
($14.286/$1,022.857) and the annual rate is 2.793 per cent (.013966 
per cent X 2). 

On the other hand, if a $1,000 principal value bond bearing 
annual interest at the rate of 4 per cent payable January 1 and 
July 1 and due July 1, 1949, is bought on January 1, 1947, at 
$980.90, the yield is 4.82 per cent. The bondholder wiU receive 
$l,000atmaturity, or an accumulation of $19.10 ($1,000 — $980.90) 
or an average per period of $3.82 ($19.10/5). The book value 
during the first period is $980.90 and during the last period $996.18 
($1,000 - $3.82), or an average of $988.54 ($980.90 + $996.18 = 
$1,977.08/2). As a result, the approximate yield rate per period is 
2.4096 per cent ($23.82/$988.54) or 4.8192 per cent annually. 

When the number of periods remaining in the life of the bond is 
small, the approximate method, using periods, gives^the yield rate 
correct to four decimal places. In the case just considered, the cor- 
rect yield rate was 4.82 per cent and the approximate yield rate was 
4.8192 per cent. If the bond account is kept scientifically, the 
accumulation of value varies from $3.64 for the first interest period 
to $4.00 for the last period, but the net income or total interest 
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realized on the changing book value is always 2.41 per cent per 
period, as indicated by the following table: 


Date 

Total Interest 
Received ^ 

Net 

Income ^ 

Accumu- 

lation 

Book 

Value 

1947, Jan. 1 . 
July 1 . 

. $20 

$23 64 

$3.64 

$980 90 
984 54 

1948, Jan 1 . 

. . 20 

23 73 

3 73 

988 27 

Julyl . 

. . 20 

23 82 

3 82 

992 09 

1949, Jan 1 . 

. . 20 

23 91 

3 91 

996 00 

July 1 . 

. . 20 

24 00 

4.00 

1000.00 

$100 

^ 4 per cent on principal value 
^ 4 82 per cent on book value 

$119.10 

$19.10 



Callable bonds. The calculation of the net yield on a bond that 
is callable for redemption prior to maturity presents the problem of 
determining the date to be used. Inasmuch as the redemption 
option rests with the issuer, it is reasonable to assume that the 
option will be exercised when market conditions are favorable to 
the issuer. In the instance of a redeemable bond purchased at a 
discount from the call price, the final date of payment is considered 
as the date of maturity. This is on the theory that so* long as the 
market price is less than the call price, any retirement program 
inaugurated by the issuer will be by open-market purchase rather 
than by call for redemption. On the other hand, when purchased 
at a premium above the call price, the earliest possible caU date is 
taken as the date of maturity. For example, in a 4 per cent bond, 
due in 1965 and callable beginning 1950 at 105, the net yield is cal- 
culated to 1965 if purchased at 102 and to 1950 if purchased at 110. 

Market price of stocks. The market price of a stock is quoted 
directly in dollars per share. A price of 84 for a stock means $84 a 
.share. The quotation on a listed stock refers to the last price at 
which a transaction in the trading imit of the stock was completed. 
In the instance of an unlisted stock, the quotation is usually in the 
form of bid and asked prices. A quotation on a stock of “bid: 85,* 
asked: 86” means that the best price which buyers are willing to 
pay is 85, or $85 a share, and the best price for which sellers are 
willing to sell is 86, or $86 a share. Stock prices are quoted in terms 
of eighths of a point. A quotation of 85|^ for a stock means $85,125 
a share. 

Flat. Stock prices are quoted “flat”; that is, the price quoted 
includes any possible accrued dividend, in contrast to the quotation 
on a bond, which excludes accrued interest. The market price of a 
stock is influenced in part by the declaration or expected declaration 
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of a dividend. Dividend distributions involve consideration of the 
declaration date, the record date, and the payment date. For 
example. Company A declares a dividend of fifty cents a share on 
the common stock payable on November 15, to stockholders of 
record on Friday, October 30. Since buyers of the stock prior to the 
record date are entitled to receive the current dividend, the price 
reflects the dividend. On the other hand, since stock purchased 
after the record date does not entitle the holder to the current 
dividend, the stock sells “ex-dividend” and the market price tends 
to decline by the amount of the dividend. 

Ex-dividend. The “ex-dividend” date, under New York Stock 
Exchange rules, is the second full business day preceding the date 
fixed as the record date, or the date on which the transfer books 
are to be closed, as the case may be. The rule provides that : 

Transactions in shares shall be ex-dividend on the second full business day pre- 
ceding the record date as fixed by the corporation or on the day of the closing of- 
transfer books therefor, except transactions therein made specifically for “cash” 
Should such record date or such closing of transfer books occur upon a holiday or 
half-holiday observed by the Exchange, this rule shall apply for the third preceding 
full business day. The Committee on Securities may, however, in any particular 
case, direct otherwise. 

Since the record date of October 30 in the instance of Company A 
is a Friday, the stock goes “ex-dividend ” on Wednesday, October 28. 
On the other hand. Company B also declares a dividend but with 
Saturday, October 31, as the record date. Inasmuch as October 31 
is a Saturday, a half-holiday, the stock goes “ex-dividend” on 
Wednesday, October 28. 

Yield on stocks. The yield on a stock represents the relation 
between the dividend income and the cost price of the stock. For 
example, a preferred stock paying $7 annual dividend and pur- 
chased at $170 affords a yield to the buyer of 4.1 per cent ($7/$170). 
In like manner, a co mm on stock paying a dividend at the armual 
rate of $6 and purchased at $120 gives a yield of 5 per cent ($6/$120). 

In view of the fact that the dividend on stock is contingent upon 
earnings and the discretion of the directors, the calculation of yield 
is not as significant as the yield on a bond. The calculation of yield 
on a preferred stock, however, is more justified than on a co m mon 
stock. Dividend rates on preferred stocks are fixed m time and 
amount and therefore provide a more dependable basis for the 
calculation. On the other hand, dividend payments on common 
stocks are subject to change and, in the instance of even the largest 
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corporations, have been increasingly irregular in amount during the 
economic disturbances of recent years. 

Since the yield on a stock depends upon two variables, it may 
not be the same to all investors in the stock or to the same investor 
for an extended period. A stock paying a current dividend at an 
armual rate of $5 affords a yield of 5 per cent to the buyer at $100 
but only 4.55 per cent to the buyer at 110. On the other hand, the 
buyer at $100 obtains a yield of 5 per cent only so long as the divi- 
dend continues at that rate. If the rate were later reduced to $4, 
the buyer at $100 would receive a current yield of only 4 per cent. 

Cost of security purchase. The total cost to the buyer of a bond 
involves the price, accrued interest, and broker’s commission. The 
purchase on Monday, February 24, at 116^ of a 4 per cent bond due 
in 1995, interest payable May 1 and November 1, would cost the 
buyer $1,179.14, computed as follows; 

Principal: 1 bond at $1,161.25 .... $1,161.25 

Accrued interest: 

3 months at 4% . . . . $10.0000 


26 days at 4% . . 2.8889 12.89 

Commission: 1 bond at $5 5 00 


Total cost . $1,179.14 

The mmimum commission rates per $1,000 of principal on long- 
term bonds as established by the New York Stock Exchange are : 


Price 'per UflOO 

1 or $ 

S 

4 

5 or More 

of Principal 

Bonds 

Bonds 

Bonds 

Bonds 

Less than $10 . . . . 

. $1.50 

$1.20 

$ .90 

$ 75 

$10 and over but under $100 

2 50 

2 00 

1.50 

125 

$100 and over 

. 5 00 

4 00 

3.00 

2.50 


In addition, the Exchange has set up certain special commission 
rates: 


a. On bonds of the United States, Puerto Rico, Philippine Islands and States, 
territories and municipalities, such rate as may be mutually agreed upon. 

b. On bonds which mature in less than six months, or are to be redeemed by 
call or otherwise in less than six months, and are selling at not less than 96 per cent 
and not more than 110 per cent of their redemption price, such rate as may be 
mutually agreed upon. 

c. On bonds which will mature in not less than six months and not more than 
five years, or are to be redeemed by call or otherwise in not less than six months 
and not more than twelve months, and are selling at not less than 96 per cent and 
not more than 110 per cent of their redemption price, the minimu m rate is $2.50 
on one or two bonds, $2 on three bonds, $1.50 on four bonds, and $1.25 on five or 
more bonds. 

The total cost to the buyer of stock involves the price and the 
broker’s commission. The purchase of 100 shares ($100 par) at $65 
per share would cost the buyer $6,528.75, computed as follows: 
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Price: 100 shares at $65 . $6,500 00 

Commission: 100 shares at $.28f 28.75 

Total cost $67528 75 


The minimum commission rates on stocks, rights, and warrants 
(except called stocks) as estabhshed by the New York Stock Ex- 
change are: 


(On stocks selling at 50 cents a share and above*) 


Price per Share 
50 and above but under $1 
$1 and above but under $2 
$2 and above but under $3 
$3 and above but under $4 
$4 and above but under $5 
$5 and above but under $6 
$6 and above but under $7 
$7 and above but under $8 
$8 and above but under $9 
$9 and above but under $10 

At $10 

Above $10 but under $90 


$90 and above 


Rate per Share 

H 

6 

7 

8 
9 

10 

11 

12 

13 

14 

15 

The 15 base rate plus 
■| of 1 per cent of the 
price per share above $10 * 
35 


* For stocks selling above $10 but under $90, the per-share rate may be computed as 12 Iff plus | of 
1 per cent of the price per share 


(On stocks selhng below 50 cents per share:) 


Price per Share Rate per Share 

irsT of $1 0.1 

of $1 . ... 0 15 

of $1 and above but under of $1 0.5 

of $1 0.5 

Over A of SI but under ^ of $1 1.0 

of $1 and above but under of $1 2.0 


The schedule established by the Exchange provides, however, for 
certain minimum commissions: 

Amount Involved Minimum Commission 

Less than $10 Mutually agreed 

$10 and above but under $50 ... 6 per cent of such amount or $1, whichever is 

greater. 

$50 and above but under $100 . . . $4 or the rate per share, whichever is greater. 
$100 and above . ‘ $5 or the rate per share, whichever is greater. 


Net proceeds of security sale. The net proceeds to the seller of 
a bond involve the price, accrued interest, broker’s commission, 
federal transfer tax, and Securities and Exchange Commission 
registration fee. The sale on February 24 at 116| of a 4 per cent 
bond,, due in 1995, interest payable May 1 and November 1, would 
net the seller $1,168.61, computed as follows: 
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Principal: 1 bond at $1,161.25 $1,161.25 

Accrued interest: 3 months at 4% . . . $10 000 

26 days at 4% .... 2.889 12 89 

$1,174 14 

Less: 

Commission : 1 bond at $5 $ 5 00 

Federal transfer tax: 

1 bond at 50 cents . ^ 50 

S E.C. registration fee .03 5 53 

$1,168.61 


The seller is entitled to the agreed price for the bond and the 
accrued interest. The proceeds from the sale are reduced, however, 
by the payment of the broker’s commission, the federal transfer tax 
and the Securities and Exchange Commission registration fee. The 
federal government imposes a transfer tax on the sale of aU bonds 
except United States and foreign government and municipal bonds. 
The tax is at the rate of five cents per $100 of face value, or fifty 
cents per $1,000 bond. The transaction is subject also to the 
Securities and Exchange Commission registration fee. The Securi- 
ties Exchange Act of 1934 (Section 31) provides : 

Every national securities exchange shall pay to the Commission on or before 
March 15 of each calendar year a registration fee for the privilege of doing business 
as a national securities exchange during the preceding calendar year or any part 
thereof. Such fee shall be in an amount equal to one five-hundredths of one per 
centum of the aggregate dollar amount of the sales of securities transacted on 
such national securities exchange during the preceding calendar year and subse- 
quent to its registration as a national securities exchange. 

This regulation does not apply to : 

. . . securities which are direct obligations of or obligations guaranteed as to 
principal or interest by the United States or such secuiities issued or guaranteed 
by corporations in which the United States has a direct or an indirect interest as 
shall be designated for exemption from the provisions of this section by the Secretary 
of the Treasury. 

This fee is collected by the New York Stock Exchange from its 
members at the rate of one cent for each $500 represented by their 
transactions. The brokerage commission, the federal transfer tax, 
and the Commission registration fee are charged to the seller of 
the security and are withheld by the brokerage firm from the amount 
credited to the seller. 

The seller of stock is entitled to the agreed-upon price for the 
stock.- The proceeds from the sale are reduced, however, by the 
payment of the broker’s commission, the federal transfer tax, the 
New York State transfer tax, and the Commission’s registration fee. 
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The sale of 100 shares ($100 par) of stock at $65 a share would 
net the seller $6,461.12, computed as follows; 

Price: 100 shares at $65 ... $6,500 00 

Less: 

Commission: 100 shares at $0.28f $28.75 

Federal transfer tax: 100 shares at $0.06 6 00 

New York State transfer tax: 100 shares at $0.04 4 00 

SEC registration fee 13 38 88 

$6,461 12 


The federal government imposes a transfer tax on the sale of 
stock. The rate on stocks having a par value and selling at $20 a 
share or above is six cents per $100 of par value or fraction thereof, 
and the rate on stocks selling below $20 a share is five cents per 
$100 of par value or fraction thereof. The rate on stocks without 
par value is six cents a share on stocks selling at $20 a share or 
above and five cents a share on stocks selling below $20 a share.® 

Some states, including Florida, Massachusetts, New York, Penn- 
sylvania, and South Carolina, also impose a transfer tax on stock 
transactions if made within the state. New York, for instance, lev- 
ies a graduated scale as follows: stocks selling under $5 a share, 
1 cent a share; at $5 but less than $10 a share, 2 cents; from $10 to 
less than $20 a share, 3 cents a share; above $20 a share, 4 cents a 
share. Where no sale is involved, the rate is 2 cents a share. Massa- 
chusetts and Pennsylvania levy a transfer tax of two cents per $100 
of par value or fraction thereof in the instance of par value stock, 
and two cents a share on stocks of no par value. 

In security transactions, therefore, a broker’s commission is paid 
by both the buyer and the seller. All federal and state transfer 
taxes and the Commission’s registration fee are paid by the seller.^ 
The federal government imposes a transfer tax on bonds and stocks, 
whereas New York State imposes a transfer tax only on stock. 

Conversion parities. A convertible bond is one which is con- 
vertible at the option of the holder mto stock of the company at a 
fixed ratio. The holder of a convertible bond is faced with three 
very practical questions: (a) How many shares of stock will be 
received upon conversion of the bond? (b) Under what conditions 

® Short sales, regardless of selling price, are subject to a federal tax of five cents per 
$100 par value, or five cents per share on no par value stock. This tax is on the borrow- 
ing of stock, the reborrowing of which involves an additional charge of the same amount. 

4 In an odd-lot purchase of stock, the odd-lot broker who provides the stock is a 
seller and, as such, must pay the transfer tax The odd-lot broker, however, adds this 
cost to the price paid by the odd-lot buyer. The federal tax is charged on odd lots 
bought or sold and the state tax on stocks sold. 
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should the bond be converted? (c) How may the existence of those 
conditions be determined? 

The number of shares of stock the bondholder wiU receive upon 
conversion is stated in the bond indentme in terms of a conversion 
price, which is the value given to the stock for conversion purposes. 
Phelps Dodge Sj’s of 1952 are convertible at $50 a share. Regard- 
less of the current market price, the value given to the stock by the 
corporation for conversion purposes is $50 a share. Since the cor- 
poration gives to the stock a value of $50 for conversion purposes, 
the holder of a $1,000 principal value bond will be entitled to twenty 
shares ($l,000/$50). This relationship ($l,000/$50) is the conver- 
sion ratio. In order to determine the conversion ratio, therefore, it 
is necessary to know the conversion price. 

The conversion price under the indenture may change in accord- 
ance with a specified schedule. For example, one corporate de- 
benture bond provided for the following conversion prices: 

" Conversion 



Price 

Ratio 

Oct. 1, 1937--Oct. 1, 1942 . . 

. . $110 ' 

9 09 

Oct. 1, 1942--Oct 1, 1947 . . 

. . 115 

8.69 

Oct. 1, 1947~-April 1, 1952 . 

. . 120 

8.33 


If the conversion price results in a fractional share, an adjustment 
must be made. For example, with a conversion price of 120, the 
bondholder is entitled to 8| shares. The manner of adjusting the 
fractional share differs with different corporations. The corporation 
may (a) give a certificate for the full shares (8) and a warrant for the 
fractional share (f), which the holder may supplement with suffi- 
cient additional warrants (|) for fractional shares purchased on the 
market to present for a certificate for a full share; or (b) issue a 
certificate for the fuU shares (8) and pay cash for the fractional 
share (|) ; or (c) issue a certificate for nine fuU shares upon payment 
by the bondholder for the remaining two-thirds share. The first 
and second methods are the more common; the third method is 
seldom used. 

Inasmuch as the bondholder in conversion surrenders the bond in 
exchange for stock, he must consider the respective present values of 
the two securities. He relinquishes value in the form of the bond and 
accepts value in the form of stock. Obviously, from the bondholder’s 
standpoint, the only condition under which conversion is warranted 
is when the bond value is less than the stock value. The usual 
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method of determining the existence of such condition is by means 
of parity prices. 

Parity 'price. Parity prices refer to the market prices at which 
conversion of the bond into stock would represent an equal exchange 
of value. For example, with the conversion price of $40 and the 
stock selling at $50, what is the parity price of the bond? The cal- 
culation of the parity price of the bond involves two factors: the 
conversion ratio and the prevailing market price of the stock. In 
this case, the conversion ratio is $1,000/140, or 25 shares. Should 
the bondholder convert, he would receive 25 shares, each with a 
current value of $50, or a total value of $1,250. Hence, at a market 
value of 125 for the bond, • conversion would result in an equal 
exchange of value. The parity price of the bond is 125. Conver- 
sion would not be warranted unless the bond were selling for less 
than 125. Thus, if the current market price of the bond were 120, 
conversion would be advisable, since the bondholder would surrender 
$1,200 in bond value and receive $1,250 in stock value. The parity 
price of 125 for the bond in this case is true, however, only when 
the stock is selling at 50. Should the market price of the stock rise 
to 55, the parity price of the bond would rise to 137| ($1,375). The 
parity price of the bond changes, therefore, with changes in the 
market price of the stock. 

Parity Price 

Stock Pnce of Bond 

40 100 

45 112i 

50 125 

55 137| 

60 150 

The parity price of the stock may be determined in a similar 
manner. For example, with the conversion price of 40 and the bond 
selling at 90, what is the parity price of the stock? The calculation 
of the parity price of the stock involves two factors: the conversion 
ratio and the prevailing market price of the bond. Should the bond- 
holder convert, he would surrender bond value of $900 and receive 
in exchange 25 shares which, at an equal exchange of value, would 
be worth $36 a share ($900/25). Hence, at a market price of $36 a 
share for the stock, conversion would result m an equal exchange of 
value. The parity price of the stock is 36. Conversion would not 
be warranted unless the stock were selliag above 36. The parity 
price of 36 for the stock, however, is true only when the bond is 
sellin g at 90. Should the market price of the bond rise to 95, the 
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parity price of the stock would rise to 38. The parity price of the 
stock changes, therefore, with changes in the market price of the 

bond. Parity Price 


Bond Price 

of Stock 

80 

. . . .32 

85 

34 

90 

36 

95 

38 

100 

40 


In conversion, the bondholder loses the accrued interest on the 
bond but gains the accrued dividend on the stock. A more exact 
calculation of conversion parities, however, involves consideration 
of the differences in the method of quoting bonds and stocks. Since 
the market price of the bond does not include the accrued interest, 
whereas the market price of the stock includes the accrued portion 
of the expected current dividend, it is necessary to put the prices 
on a common basis. This is accomplished by deducting the accrued 
current dividend from the market price of the stock. Thus the 
comparison considers the “and interest” price of the bond and the 
“and dividend” price of the stock. In the instance of a bond con- 
vertible at 40, selling at 112| on June 9, and the stock paying a 
dividend on January 2, April 2, July 2, and October 2 at an annual 
rate of $2, the parity price of the stock, calculated as above, is 45. 
The parity price of 45, however, is an “and dividend” price. Since 
the accrued dividend for 68 days (April 2 to Jtme 9) is 37| cents, 
the true parity price of the stock is 44|- ($45 — $.375). If, therefore, 
on June 9, the stock is selling at 37f, the “and dividend” price 
is 37 (37f — f), and the stock is selling eight points below the conver- 
sion point. 

Rights. Subscription rights arise when the corporation issues 
additional shares of stock and offers them for sale to the present 
stockholders. If .the corporation were to sell the additional shares 
directly to the public, the proportionate interest of each of the 
present stockholders would be reduced. For example, if a stock- 
holder holds 1,000 shares in a corporation having 1,000,000 shares 
outstanding, he has a 1/1000 interest (1000/1,000,000). Should the 
corporation issue and sell to the public an additional 500,000 shares, 
the interest of the stockholder would be reduced to a 1/1,500 in- 
terest (1,000/1,500,000). Therefore, to enable the present stock- 
holders to protect their proportionate interest in the corporation, 
the latter usually offers the additional shares to the present stock- 
holders before offering them to the public. 
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A right may be defined as the privilege possessed by a stockholder 
to subscribe to a new issue of the stock (a) first before it is offered 
to the public and (b) in proportion to his present holdings. The 
subscription price is generally sufficiently below the current market 
price to induce the stockholders to buy additional shares of the stock. ^ 
The announcement of rights involves four features: (a) the record 
date, (b) the basis of subscription, (c) the subscription price, 
and (d) the expiration date. For example, a company may an- 
nounce rights on March 30 whereby a stockholder of record on 
April 6 may subscribe until April 27 to one new share of stock for 
each ten shares then owned at a subscription price of ^127.50 a share. 

Warrants. A right attaches itself to one share of old stock; hence 
a stockholder has as many rights as he has shares of old stock. 
A holder of ten shares has ten rights and a holder of 100 shares has 
100 rights. Rights are received by stockholders in the form of nego- 
tiable stock purchase warrants. The warrant is a certificate that 
sets forth: (a) the amount of new stock to which the stockholder is 
entitled to subscribe, (b) the subscription price, (c) the terms of 
payment, and (d) the date of expiration of the privileged subscrip- 
tion. The reverse side of the certificate provides two blank forms, 
one of which is to be filled out and signed if the stockholder wishes 
to exercise the subscription privilege, and the other an assignment 
blank to be used if the stockholder wishes to seU the privilege. 

Market in rights. A market arises in rights. For example, in 
the instance of the rights described above, a holder of 10 shares has 
10 rights and is entitled to subscribe for one new ^hare. The stock- 
holder may exercise the rights (subscribe for the new stock), or he 
may sell the rights. A stockholder who owns 5 shares of the old 
stock has 5 rights, which are insufficient to subscribe to one new 
share. He may either sell the 5 rights or purchase 5 additional 
rights in order to obtain sufficient rights to entitle him to subscribe 
to one new share. Market quotations are made in terms of rights 
and not in terms of warrants. 

Valve of a right. The value of a right depends upon three factors : 
(a) the market price of the old stock, (b) the subscription price of 


® This pre-emptive right is a matter of common law doctrine rather than of statutory 
enactment. Several states, includmg New York, have provisions dealing with rights in 
their general incorporation acts. Other states, such as Indiana and California, eliminate 
the common law doctrine by specifically providing that no stockholder shall have any 
pre-emptive right unless that right is reserved in the corporate charter. The pre-emptive 
right, when recognized, is generally denied to preferred stocks and reserv^ solely for 
common stock and applies to newly authorized stock. 
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the new stock, and (c) the number of rights needed to obtain a 
warrant to subscribe to one new share. The latter two factors 
remain constant but the first factor is variable. During the period 
prior to the record date, the buyer of the old stock is entitled to the 
right and, as a result, the stock sells “ cum rights.” A market price 
of IGTJ for the stock referred to above on March 31, when the stock 
is selling “cum rights,” mathematically includes two factors: the 
price of the stock as a unit of ownership and the value of one right. 
The price of the stock as a unit of ownership, therefore, is IfiTj minus 
the value of one right. If the subscription rights are to be exercised, 
the stockholder wiU have to pay 127| for a share of the new stock 
when it is issued. Thus the present stockholder may acquire one 
additional share for 127| instead of the current price of 167| and 
effect a saving measured by the difference between the price of the 
stock as a unit of ownership (167f minus the value of one right) 
and the subscription price of 127^, which may be expressed as: 

167i - 1 right - 127i 


Since it is necessary to have 10 rights to purchase one share at 127 j, 
this saving represents the value of 10 rights, and hence the value of 
one right is one tenth of this saving. Stated in algebraic form, the 
value of a right may be calculated as follows: 


10 rights == 167^- — 1 right 

11 rights = 167i -- 127^ 


1 right = 


W7i - 127i 
11 


1 right = $3 63 


- 127i 


The value of a right with a stock selling ^^cum rights’' is usually 
calculated more directly by the formula: 

p 

Value of 1 right ~ — - 

it + 1 

in which P represents the premium (market price — subscription 
price) and R the number of rights needed to subscribe for one share 
of new stock. In the above case: 

40 

Value of 1 right = — ^ ^ = $3 63 

When the stock goes “ex-rights” the buyer of the stock is not en- 
titled to the right, which remains with the seller.* A market price 

«The date on which the stock goes ex-rights'" is determined on the same basis as 
the **ex-dmdend" date. 
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of 162 for the stock after April 6, when the stock is selling “ex- 
rights,” does not include the value of a right. Thus the seller, who 
retains the right, may subscribe for one new share at a saving, which 
may be expressed as: 162 — 127^. Since it was necessary to have 
10 rights to purchase one share at 127|-, this saving represented the 
value of 10 rights.' Stated otherwise: 


10 rights = 162 - 127 ^ 

, 162 - 127i 

inght ^ 

1 right = S3.45 

The value of a right with the stock selling “ex-rights’ 
calculated more directly by the formula: 


is usually 


Value of a right = — 
K 


in which P and B are similar to the formula explained above. 
‘ this case 

Value of a right = — - - == S3.45 


In 


Review Questions 

1. Interpret the following quotations on bonds: Delaware & Hudson 4^s of 
1963, 94^; New York City 4j's of 1979, bid* 140; asked* 141|; United States 
Treasury 2^8 of i949-53, bid: 106.12, asked* 106.14. 

2. Distinguish between a bond quoted at a discount and a bond quoted at a 
premium. 

3. What is meant by an “and interest’’ price of a bond? 

4. Explain the computation of accrued bond interest, 

5. How is accrued interest computed on a bond sold on a “delayed delivery” 
basis? 

6. Under what conditions are bonds quoted “flat”? 

7. Distinguish between price and yield on a bond as a criterion of investment 
value. 

8. Distinguish between nominal and current yield on a bond. 

9. Distinguish between “accumulation” and “amortimtion.” 

10. Explain the significance of bond 3 deld to maturity. 

11. Name two methods of calculating bond yield to maturity. 

'12. Discuss the theory underlying the construction of a bond table. 

13. Indicate the two problems most frequently arising in connection with bond 
investment. 

14. Explain what is meant by interpolation in the use of bond tables. 

15. Explain the calculation of net yield on a bond callable for redemption prior 
to maturity. 

16. Interpret the following quotations on stocks: United States Steel preferred, 
126|; Philco Corp. common, 34; Manufacturers Trust Co. common, bid: 50|; 
asked: 53. 
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17. What is meant by the statement that stock prices are quoted *^flat^^? 

18. Name the significant dates in the distribution of dividends on stock. 

19. What is meant by the “ex-dividend'' date on a stock? 

20. Explain the calculation of yield on a stock. 

21. Compare the significance of stock yield and bond yield. 

«i 

22. Name the factors entering into the total cost to the buyer of a bond. 

23. Name the factors entering into the total cost to the buyer of stock. 

24. Name the factors entering into the computation of the net proceeds to the 
seller of a bond. 

26. Name the factors entering into the computation of the net proceeds to the 
seller of stock. 

26. Indicate the problems faced by the holder of a convertible bond. 

27. Distinguish between the conversion price and the conversion ratio in a 
convertible bond. 

28. Explain how the adjustment is made when the conversion price results in 
a fractional share. 

29. Explain the significance of parity prices in convertible bonds. 

30. Explain the adjustment of accrued interest on the bond and accrued divi- 
dend on the stock in the conversion of a bond into stock. 

31. Explain the calculation of conversion parities on an “and interest" price 
for the bond and an “and dividend" price for the stock, 

32. Explain the basic significance of rights. 

33. Define a right. 

34. Name the factors involved in the announcement of rights. 

36. Distinguish between a right and a warrant. 

36. Describe the market in rights. 

37. Name the factors affecting the value of a right. 

38. Distinguish between a stock selling “cum rights" and a stock selling- 
“ex-rights." 

Assignment 

(a) Compute the accrued interest on a 4 per cent bond purchased on Monday 

^ November 20, with interest dates February 1 and August 1. ' 

(b) Calculate the accrued interest on a 3 per cent bond, interest payable January 1 
and July 1, bought on Tuesday, May 20, at 80, on an “S7F" basis. 

(c) Compute the current yield, the approximate yield to maturity, and the exact 

^ maturity on a 4 per cent bond maturing in 10 years and selling at 104. 

(d) Compute the yield to maturity on a 3 per cent bond selling at 151 and maturing 
in eleven years. 

(e) ^ Compute the conversion ratio of a bond with a conversion price of 50. 

(f) Compute the conversion parity of a bond with a conversion price of 110 when 
the stock into which it is convertible is selling at 50. 

(s) Compute the cost to the buyer and the net proceeds to the seller of 5 $1 000 
(prmcipal value) corporate bonds, 4 per cent coupon rate, due in 1995 interest 
dates May 1 and November 1, bought on Thursday, Februaiy 10, at IlOh 
(h) Indicate the ex-dividend dates on the following stocks traded on the New York 
Stock Exchange: 
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SU>ck Record Date 

A . Wednesday, May 10 

B Monday, June 9 

C Thursday, December 26 


(i) Compute the yield on a common stock with a dividend payment at the annual 
rate of 12 and selling at 50. 

(j) Compute the conversion parity of the stock referred to in (f) when the bond is 
selling at 90. 

(k) Compute the commission on 57 shares of stock purchased at 42f . 

(l) Compute the cost to the buyer and the net proceeds to the seller of 100 shares 
of common stock (par $100) bought at 72. 

(m) Compute the value of a right on February 15 and on March 27 from the follow- 
ing data: announcement date, February 1; record date for right, February 19; 
expiration date for right, March 31; five old shares needed for one new share; 
subscription price, $70; market price of old stock, $92 on February 15 and $98 
on March 27. 
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Federal Sectirities Act, 1933. The Securities Act of 1933 brought 
the regulation of securities issued in interstate commerce xuider the 
control of the federal government. The primary purpose of the Act 
was “to provide full and fair disclosure of the character of securities 
sold in interstate and foreign commerce and through the mails and to 
prevent frauds in the sale thereof. . . .” The law requires the regis- 
tration of a new security issue with the Securities and Exchange 
Conunission prior to the public offering of the issue. A “public 
offering” refers to securities publicly offered by an issuer or sold 
by an issuer through tmderwriters or dealers. Certain classes of 
domestic securities are exempt from the registration requirement: 
(a) United States Government obligations, (b) territorial bonds, 

(c) federal instrumentalities such as Federal Land Bank bonds, 

(d) state and municipal bonds, (e) railroad securities, (f) receiver’s 
certificates, (g) certain issues not exceeding 1300,000 at the option 
of the Commission and (h) securities of Savings and Loan Associa- 
tions. Brokerage orders for new securities are also exempt when 
executed upon unsolicited customers’ orders. 

Registration. A registration statement and copies of all prospec- 
tuses to be used must be filed with the Commission before any non- 
exempt security may be publicly offered for sale. The registration 
statement requires specific information on approximately thirty-two 
designated points, among which are the following: (a) the purpose 
of the issue, (b) the price at which the issue is to be offered to the 
public, (c) the price at which the issuers to be offered to any special 
group, (d) disclosure of any purchase option agreements, (e) pro- 
motion fees, (f) underwriting profit, (g) net proceeds to the com- 
pany, (h) remuneration of any officers receiving over 120,000 an-- 
nuaUy, (i) detailed capitalization statement, (k) detailed balance 
sheet, (1) detailed earnings statement for three preceding years, 
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(m) names and ad(^esses of ofl&cers, directors, and underwriters, 

(n) names and addresses of stockholders owning more than 10 per 
cent of any class of stock, (o) a copy of the underwriting agreement, 
(p) a copy of legal opinions, (q) a copy of articles of incorporation 
or association, and (r) copies of indentures affectiag new issuesd 

Examination. The registration statement is subject to examina- 
tion by the Commission. It is not the function of the Commission, 
however, to pass upon the economic desirability nor upon the invest- 
ment quality of the issue. The Commission’s chief function is to 
see to it that the requirements of the Act are fulfilled. It is em- 
powered, however, to prescribe the forms in which the financial 
information is to be submitted, that is, the items to be shown and 
the methods to be followed in the preparation of accounts in the 
appraisal of assets and liabihties, in the determination of depre- 
ciation and depletion, and in the differentiation between charges 
to capital account and to operating expenses. 

The examination of the registration statement by the Commission 
may result in either (a) a deficiency statement, (b) a stop order, 
or (c) no action at all. Where examination of the registration state- 
ment discloses deficiencies but at the same time reveals an honest 
attempt to meet the specified requirements, the Commission sends 
the registrant a so-called deficiency letter. The letter is usually 
sent within approximately ten days after the original filing date, 
which affords the registrant an opportunity to correct the statement 
by amendment before the indicated effective date and before the 
securities are offered for sale.^ If, on the other hand, examination 
of the registration statement shows that it includes untrue state- 
ments or omissions of material facts that reflect intentional or 
reckless disregard of the standard of fair disclosure prescribed by 
the Act, stop-order proceedings usually are instituted immediately. 
For example, the Commission, having a reasonable cause to beheve 
that the registration statement filed by one company included 

1 The public offering pri^e and the names of the prmcipal underwriters are usually 
provided later by amendments to the registration statement, 

2 Section 8 (b): ^Tf it appears to the Commission that a registration statement is on 
its face incomplete or inaccurate in any material respect, the Commission may, after 
notice by personal service or the sending of confirmed telegraphic notice not later than 
ten days after the filing of the registration statement, and opportunity for hearing (at 
a time fixed by the Commission) within ten days after such notice by personal service 
or the sending of such telegraphic notice, issue an order prior to the effective date of 
registratiori refusing to permit such statement to become effective until it has been 
amended m accordance with such order the Commission shall so declare and the regis- 
tration shall become effective at the time provided in subsection (a) or upon the date of 
such declaration, whichever date is the later '' 
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“untrue statements of material facts” and failed “to state material 
facts,” instituted stop-order proceedings pursuant to the Act and 
scheduled a hearing.® 

The information contained in the registration statement must 
be kept reasonably current pending the complete distribution of 
the registered issue. The balance sheet must be “as of a date not 
more than ninety days prior to the date of the filing of registration 
statement.” The profit and loss statement must be for the latest 
fiscal year and for the two preceding fiscal years. If the date of 
filing of the registration statement is more than six months after 
the close of the last fiscal year, the issuer must append a supple- 
mentary statement from such closing date to the latest practicable 
date. The information contained in or filed with the registration 
statement must be available to the public “under such regulations 
as the Commission may prescribe, and copies thereof, photostatic 
or otherwise,” must be provided to any applicant “at such reason- 
able charge as the Commission may prescribe.” 

The acceptance of a registration statement by the Commission 
does not imply an endorsement or approval of the security or the 
issuer by the Commission. The Commission takes positive action 
only in the form of a deficiency notice or a stop order, thus sus- 
pending the registration. Inaction simply means that the Commis- 
sion has found no reason for suspending the registration, in which 
case the registration becomes effective on the effective date. Com- 
mission regulations (Rule 825) require the following statements to be 
made in prominent type on the front cover of every prospectus: 

These securities have not been approved or disapproved by the Securities and 
Exchange Commission. 

ABC Corporation has registered the securities by filing certain information with 
the Commission. The Commission has not passed on the merits of any securities 
registered with it. 

It is a criminal offense to represent that the Commission has approved these 
securities or has made any finding that the statements in this Prospectus or in the 
Registration Statement are correct. 

* 

Prospectus. A prospectus must be delivered to all purchasers of 
re^stered securities. The term “prospectus” is applied to any 
notice, circular, advertisement, or letter, written or broadcast, 
that offers a security for sale. Since the offering is based upon the 
registration statement, the information contained in the prospectus 

® The Commission may suspend registration even after a registration statement be- 
comes effective where it develops that the information provided therein is untrue or 
misleading in any material respect. 
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must coincide with that in the registration statement, with the 
omission of certain technical features, as stated in the law and as 
determined by the Commission. The prospectus contains the fol- 
lowing statement: 

A Registration Statement (Form S-1) with respect to the securities referred to 
on the cover of the Prospectus has been filed with the Securities and Exchange 
Commission, Philadelphia, Pennsylvania, under the Federal Securities Act of 1933, 
as amended, and copies thereof may be procured from the Commission by payment 
of the fee prescribed by the Rules and Regulations of the Commission. This Pros- 
pectus does not contain all the information set forth in the Registration Statement, 
certain items of which are omitted or included in condensed or summarized form in 
accordance with the Rules and Regulations of the Commission For further in- 
formation with respect to said securities and ABC Company, reference is made to 
the Registration Statement and the Financial Statement, notes and schedules, and 
Exhibits filed therewith. 

The purpose of registration is twofold: (a) it enables the Commis- 
sion to prevent the public sale of the issue, if such action is found 
desirable for any reason in the public interest; and (b) a record 
of the representations made by the issuer is thus preserved so that 
false or misleading statements or omissions of material facts can 
be readily proved and the buyer protected. 

Civil liabilities. If the registration statement or prospectus 
contains any untrue statement of a material fact or omits any 
material fact, any purchaser who is unaware of the situation at the 
time of purchase may take legal action for recovery of loss. The 
persons liable are (a) those who signed the registration statement, 
(b) all directors of the issuing corporation, (c) accountants, engi- 
neers, or other professional experts who helped to prepare or who 
certified any part of the registration statement, and (d) 'the under- 
writers.^ 

The purchaser may bring suit to recover from any or all persons 
liable and may recover the difference between the amount paid for 
the security, *not exceeding the public offering price, and either 

(a) the value of the security at the time the suit was brought or 

(b) the price at which the security had been subsequently disposed 
of in the market. Such a suit must be brought within one year after 
(a) the discovery of the untrue staternent or omission or (b) such’ 
discovery should have been made by the exercise of reasonable 

* Originally insurance companies, investment trusts, and other large purchasers re- 
frained from taking some or all of the undistributed portion of a security issue for 
investment at reduced prices for fear of being classified as underwriters imder the Act 
and thereby subject to civil liabilities. In 1938, however, the Commission adopted a 
rule that made possible the elimination of civil liabilities of subunderwriters under the 
Act. 
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diligence on the part of the buyer. In no event, however, can such 
action be brought later than three years after the effective date of 
the registration statement. 

Individuals other than the issuer may escape this liability if the 
misstatement or omission occurs in (a) an extract from a public 
oflBcial document, (b) an expert report, or (c) some other source 
in the accuracy of which there were reasonable grounds to believe. 
The standard of what constitutes a “reasonable ground for belief” 
is “that required of a prudent man in the management of his own 
property.” In such a recovery suit a defendant can reduce his 
liability if he can prove that part or all of the damages for which 
recovery is sought were not caused by the misstatement or omission. 
In any event, each underwriter’s liability is limited to a maximum 
amount of damages not in excess of the total price at which the 
securities underwritten by him are offered for sale to the public.^ 
To discourage the filing of unjustified suits, it is provided that the 
trial court can assess aU court costs against the htigant losing the 
case. 

Function of investment banking. Issuers of new securities face 
the problem of placing the securities with investors. It is the chief 
function of an investment banking house to assist the issuer in the 
distribution of new issues. The investment banker is a middleman 
who sets up the machinery whereby demand for capital (issuers) 
and supply of capital (investors) are brought together. Like the 
merchant, the investment banker places his own capital in long- 
term new securities not for investment but for resale at a profit. 
The capital invested in the securities purchased must be released 
through the resale of the securities before additional securities may 
be purchased. 

Classification of investment banking houses. Investment bank- 
ing houses may be classified according to (a) field of activity, (b) na- 
ture of business, and (c) form of organization. Some houses, such 
as Halsey, Stuart & Company, and The First Boston Corporation, 
do a nationwide business with offices in many of the principal cities, 
whereas some of the very largest, such as Morgan Stanley & Com- 
pany and Kuhn, Loeb & Company, have no out-of-town offices. 

Investment banking firms may be divided into three groups 
according to the nature of the business. A small number of firms, 
probably not more than sis in the entire country, specialize in 

® Any provision ji a contract waiving those protections m the law are specifically 
stated to be void, * 
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originating and wholesaling security issues. They originate issues, 
form syndicates, underwrite, and seh largely at wholesale to dealers. 
Typical of this type of firm are Morgan Stanley & Company and 
Kuhn, Loeb & Company. A much larger number of houses originate 
security issues, underwrite, wholesale, and retail. They form syn- 
dicates for their own originations and also participate in syndicates 
formed by other houses. They have well-organized retail sales 
departments that sell directly to investors. Typical of this group are 
The First Boston Corporation, Brown, Harriman & Company, Lee, 
Higginson Corporation, and Halsey, Stuart & Company. In a recent 
year, Halsey, Stuart & Company led in the total of bond issues in 
which it acted as syndicate head or joint manager, with a figure of 
$272,768,614.® Lehman Brothers was second with $176,083,000, and 
The First Boston Corporation third with $133,074,000. On the other 
hand. The First Boston Corporation was first in participations, 
with a total underwriting of $27,048,000 of bonds, followed by 
Blyth & Company with $22,579,000 and Halsey, Stuart & Company 
with $20,204,000.^ A stiU larger group consists of firms that serve 
local areas and whose function is primarily retail selling. Their 
fipancial strength is not adequate to permit them to originate new 
issues or even to participate in the flotations of larger houses, but 
confines them almost entirely to purchasing small blocks of new 
securities from the larger houses on a wholesale basis and then dis- 
tributing those securities to their customers at a small profit margin. 

Investment banking firms are either partnerships or corporations. 
Morgan Stanley & Company was an incorporated company engaged 
almost exclusively as a wholesale underwriting house until 1941, 
when it became a partnership and expanded the scope of its activi- 
ties. Firms organized as partnerships include Lehman Brothers, 
Kuhn, Loeb & Company, and Smith, Barney & Company; those 
organized as corporations include A. G. Becker & Company, The 
First Boston Corporation, and Lee, Higginson Corporation. 

Functions of investment banking houses. The internal organiza- 
tion of an investment banking firm depends chiefly upon the size 
of the house. The larger houses, handhng a wide variety of issues, 
are more departmentalized than the smaller firms, which of neces- 
sity must combine many activities into a few operating depart- 
ments. The functions of a house may be divided into four: (a) the 

® This eompflationiacluded railroad and municipal bonds. , 

’ This compilation did not include municipal or railroad bonds, in which the partici- 
pations of underwriters were not a matter of public record. 
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buying function — purchasing, through underwriting or otherwise, 
securities to be offered for resale; the (b) selling function — distrib-* 
uting the securities either at wholesale through other dealers or at 
retail directly to the public; (c) the advisory function — giving 
professional advice to issuers and buyers of securities; and (d) the. 
protective function — protecting the interests of holders of securi- 
ties through the maintenance of secondary markets and by the 
formation of protective committees in reorganizations. 

Placement of new issues. Issuers place new securities in the 
hands of investors, either through direct sale or through invest- 
ment banking houses. Direct selling is employed by the federal 
government in the issue of new obligations to the general public and 
by corporations in a form called “private placement,” in which the 
securities are sold directly to large investing institutions such as 
life insurance companies.* For instance. National Cash Register 
Company once sold a $6,000,000 issue of debenture 2|’s, due in 
1953, privately to the Prudential Insurance Company of America 
at par and accrued interest, and Peoples Gas, Light & Coke Com- 
pany sold at par a $20,000,000 issue of first and refunding mortgage 
3’s, series G, due 1961, to eight life insurance companies: $5,000,000 
to Metropolitan Life, $4,000,000 each to Prudential and Equitable 
Life, $3,000,000 to Mutual Life, and $1,000,000 each to John Han- 
cock Mutual Life, Northwestern Life, Massachusetts Mutual Life, 
and Penn Mutual Life. 

Private placement of securities by a corporation has the advan- 
tage to the issuer of a saving in. the time, labor, and expense in- 
volved in the registration of a new issue for pubhc sale and in the 
elimination of the investment banker’s xmderwriting profit. Such 
issues are exempt from registration on the theory that large insti- 
tutional investors are equipped to appraise a security and therefore 
do not need the protection allegedly afforded to the small investors 
through registration. On the other hand, such placements are not 
eligible for resale to the public at a later date unless the proper 
registration procedure is completed. Private placement, however, 
denies the investing public the opportunity of participating m the 
better quality of new issues that are thus preempted by a relatively 
few large institutions. This is especially true of bonds called for 

®Aii investment banking bouse usually acts as agent for the corporation in the 
private placement of a bond issue. The $13,855,000 Washington Gas Light Company 
3J^s of 1970 were placed privately with certain institutions who purchased them for 
mvestment. A total pf $12,930,000 was placed by The First Boston Corporation, while 
the remai nin g $925,000 was sold directly by the company. 
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redemption under a refunding operation and redeemed out of the 
proceeds of a new issue privately placed. The bondholder is not 
only required to rehnquish the redeemed bond but also is denied 
the opportunity of purchasing the new bond. 

On the other hand, a public offering of a corporate issue is placed 
through investment banking firms and is bought by those firms 
either through competitive bid«hng or by private negotiation. 

Competitive bidding. Municipal, railroad, and certain public 
utility company securities are sold on a competitive basis.® 

Municipal. Under most state laws, municipal issues must be 
sold at competitive bidding in accordance with a prescribed pro- 
cedure.^® The proposed offering of a municipal issue involves con- 
sideration of the bond and money markets. Since the issue must 
appeal to dealers in municipal bonds from whom bids are to be 
received, and to investors to whom the bonds will be offered, the 
terms of the offering must be in accordance with market conditions. 
Upon completion of the terms of the offering, the municipahty 
advertises the issue and announces the day, hour, and place at 
which it will receive sealed proposals for the purchase of the bonds. 
Usually the announcement either stipulates the maximum coupon 
rate on which bids will be received or allows the bidders to name 
the rates. For small issues, investment banking houses frequently 
submit individual bids; for medium or large issues, a number of 
houses usually form a syndicate and enter a bid based on a joint 
account. The number of houses forming the group depends upon 
the size of the issue. The bidding for a new issue of municipal 
bonds is keenly competitive and basically is a mathematical calcu- 
lation. The actual bids placed are seldom in simple fractions; they 
are usually in involved decimals such as 101.5134. Sometimes the 
bid is made on an “all or none” basis, which means that the bid 
is good only for the entire issue. The bonds are awarded according 
to the best price to the municipality, either on the basis of aggregate 
combination of partial bids or on the basis of “all or none” 
bids. 

Railroad. In 1926 the Interstate Commerce Commission required 
competitive sale of railroad equipment trust certificates. Later 
it extended the principle to certain high-grade railroad terminal 
bonds guaranteed by a number of railroads. In 1944, however, 


• See Appendix E for invitations for bids on the sale of securities. 

The municipal bond field includes the obhgations of states and political subdivisions 
of states. 
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it formally adopted the principle of competitive bidding, with 
certain exceptions, for all pubhc sales of railroad securities over 
$1,000,000. The exceptions included (a) common and preferred 
stocks, (b) any note or other security maturing in not more than 
three years, (c) securities issued in exchange for the securities or 
properties of other railroads, (d) securities sold or otherwise issued 
to a railroad by any of its subsidiaries when not sold by the parent, 
(e) securities sold or otherwise issued pro rata to existing holders 
of securities of the issuing company or in exchange for outstanding 
obhgations in a reorganization or hquidation, and (f) securities 
specifically exempt by the Interstate Commerce Commission upon 
application and proper showing that competition should not be 
required. 

The bidding for new railroad issues is sometimes very complicated. 
For example, the Central Railroad of Pennsylvania, a subsidiary 
of the Central Railroad of New Jersey, once offered an issue of 
certificates to finance the purchase of rolling stock. The investment 
houses had a choice of bidding on $3,970,000 of certificates, repre- 
senting 80 per cent of the cost of the cars, or on $3,720,000 of cer- 
tificates, representing 75 per cent of the cost. On either or both of 
those amounts they could stipulate maturities of one to ten years, 
or one to fifteen years. The winning bid, submitted by a group 
headed by Halsey, Stuart & Company, named a price of 99.893 for 
an 80 per cent loan running up to ten years as 2 per cent certificates; 
100.149 for a 75 per cent loan of one to ten years as 2 per cent cer- 
tificates; and 99.76 for a 75 per cent loan running for one to fifteen 
years as 2i per cent certificates. Other syndicates that bid on the 
issue were Salomon Bros. & Hutzler, and associates, who bid 99| 
for an 80 per cent loan running from one to ten years as 2 per cent 
certificates, and Harris, Hall & Company, and associates, who bid 
99.55 for a 75 per cent loan running from one to'ten years as 2j per 
cent certificates. 

Public utility. Pubhc utihty holding companies were placed un- 
der the jurisdiction of the Securities and Exchange Commission 
by the Pubhc Utihty Holding Company Act of 1935. The Commis- 
sion adopted a rule (U-50) in 1941 which required competitive 
bidding in the sale of securities by registered pubhc utihty holding 
companies and their electric and gas utihty subsidiaries, except 
in cases where the Commission might grant an exemption. The 
rule, apphcable both to security issues and. to the sale by holding 
companies of portfoho utihty securities, prescribes public invitation 
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of sealed bids.“ The following transactions are specifically exempt: 
(a) securities sold for less than $1,000,000; (b) securities issued pro 
rata to existing security holders pursuant to any preemptive right 
or privilege or in connection with any hquidation or reorganization; 
and (c) loans of a maturity of ten years or less, where either the 
lender is a moneyed institution not purchasing for resale or no 
finder’s fee or other negotiation charge is to be paid to any third 
party. 

Bidding on a public utility issue is usually limited to a few groups.^^ 
For example, five groups once competed for a $18,000,000 issue of 
Oklahoma Natural Gas Company first mortgage bonds. The suc- 
cessful syndicate, headed by Morgan Stanley & Company and Smith, 
Barney & Company, named a price of 101.0939 and a coupon rate 
of 2 ^ per cent. On the other hand, only two groups bid for an issue 
of Florida Power and Light Company bonds. The successful syndi- 
cate, headed by The First Boston Corporation, bid a price of 104.019 
and a rate of 3| per cent. 

The spread between bids for issues has sometimes been very 
close. Halsey, Stuart & Company recently won over a group led 
jointly by Harriman, Ripley & Company and Mellon Securities 
Corporation by less than cents per $1,000 bond for an offering 
of $30,000,000 Brooklyn Union Gas first 3|’s. The aggregate 
money difference between the bids was $720. In another instance, 
only 3 cents per $1,000 bond separated Mellon Securities Corpora- 
tion’s winning bid of 100.312 for a Metropolitan Edison bond offer- 
ing from that of 100.309 submitted by Halsey, Stuart & Company. 
Both bids were for a 2-J per cent coupon and the difference between 
them was $735 for the entire $24,500,000 offering. 

Many public utility companies have applied to the Co mmis sion 
for exemption from competitive bidding under Rule U-50. The 
Co mmis sion has been reluctant, however, to grant exemptions on 
the groxmds (a) that the competitive bidding rule was designed to 
afford, among other things, an orderly and fair method of deter- 
mining whether the cost of money to the issuer is reasonable, and 
(b) that there is at least an equal chance that the issuer will obtain 

Pacific Gas anfi Electric Company, for example, advertised for bids on March 21, 
1945, to be received March 26, 1945, on its proposed offermg of $80,000,000 in new first 
and refunding mortgage 3^s, series M, due December 1, 1979. 

12 An investment house that has been retained for a fee to give financial advice to a 
company on the sale of securities is not permitted by the Commission to participate in 
bidding for the same securities, since “such financial advisers may have an unfair 
advantage over other bidders because of earlier and closer association with the trans- 
action/^ 
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a better price by competitive bidding. The Commission usually 
denies applications for exemption unless, in the opinion of the 
Commission, special circumstances justify the conclusion that com- 
petitive bidding is inappropriate within the provisions of the rule. 

Private negotiation. Some corporate securities, especially of 
industrial companies, are purchased through private negotiation 
between the investment banking house and the corporation. In all 
purchases, whether by competitive bidding or by private negotiation, 
the investment banking firm has three objectives in buying the 
securities: (a) to resell the securities at a profit, (b) to distribute 
the securities to the investing public as rapidly as possible in order 
to minimize the carrying risk assumed by the house, and (c) to have 
the securities “well placed” — that is, placed in the hands of inves- 
tors who will hold them for a considerable period of time and not 
dump them on the market because of nervousness or a desire to 
reaUze a small speculative, profit. 

Bu3rmg department. In view of the fact that an issue “well 
bought is well sold,” the initial step is taken by the buying depart- 
ment, whose general function it is to investigate and pass judgment 
upon all propositions either to originate new security issues or to 
participate in security issues originated by other houses. The 
buying department usually takes two preliminary steps: (a) oflfice 
analysis and (b) plant examination. The oflice analysis is conducted 
at the office of the investment banking house and involves an analy- 
sis of the financial statements and general history of the issuer 
for the purpose of determining whether the issuer has shown a 
satisfactory earnings record over a period of several years. Many 
proposals fail to meet this requirement and, therefore, do not get 
beyond this stage. The plant examination is conducted at the place 
of the issuer, where a searching inquiry into the internal affairs of 
the company is made by appraisers, auditors, industrial engineers, 
and marketing specialists in the employ of the investment banking 
firm. Legal counsel also passes upon such matters as franchises, 
leases, and contracts to which the issuer may be party. 

. The findings and recommendations of the buying department, 
based on the office study, are usually submitted to the “investment 
committee” consisting of the senior officers or partners of the firm. 
If the -decision of the committee is favorable, the firm takes an 
option on the issue pending a more careful and detailed investiga- 
tion of the proposition. A final favorable decision is followed by 
a negotiation conference with the issuer. At the negotiation con- 
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ference a final agreement is reached, which is formally expressed 
in an underwriting contract between the issuer and the buying 
group. 

Purchase agreement. The distribution of a security issue in- 
volves a distribution of the risk and a distribution of the securities. 
A large issue involves risks which a single investment house is 
unwilling to assume and, for this reason, the originator of the issue 
forms a buying group to distribute the risk among a number of 
houses. It also forms a selling group to obtain a speedier distribu- 
tion and a better placement of the securities. For this reason, 
while the negotiations between the originating house and the issuer 
are in progress, the former is inviting other houses to join it as 
joint underwriters in the purchase of the issue. The originating 
house, which usually acts as group manager, selects the firms to be 
invited to participate as joint underwriters and determines the 
size of the individual participations. The number of participants 
varies with the size and quahty of the security issue and the current 
position of the investment market. For example, 146 houses con- 
stituted the buying group in the $100,000,000 American Tobacco 
debenture 3’s of 1962, and 148 member firms composed the buying 
group for the company’s $100,000,000 issue of 3 per cent debentures 
due in 1969. On the other hand, 56 houses formed the buying 
group for the $20,000,000 P. Lorillard debenture 3’s of 1963. 

Selection of participants. Two factors enter into the selection of 
the participants in a buying group: (a) financial responsibility, 
since each participant is expected to purchase its commitment 
outright and to pay in cash before any retail distribution is made; 
and (b) ability to distribute securities at retail or wholesale, in 
order to effect a speedy distribution. The size of individual par- 
ticipations may vary rather widely. For instance, the individual 
participations in the American Tobacco 3’s of 1962 ranged from 
$100,000 to $5,000,000, and in the P. Lorillard 3’s of 1963 from 
$100,000 to $1,800,000-. In determining the participation offered 
each participant, the group manager is guided largely by the record 
of the various houses in past flotations. 

Nature of purchase agreement. The agreement under which the 
joint underwriters purchase the security from the issuer is known 
as the purchase agreement. The chief items in the purchase agree- 
ment are: (a) a full description of the securities to be issued; (b) the 
method and time of payment and delivery of the securities; (c) pro- 
vision for a carefully drawn registration statement and prospectus 
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under the Securities Act of 1933; (d) agreement by the underwriters 
to make public offering usually as soon as possible after the registra- 
tion statement becomes effective; (e) disposition of proceeds of 
issue, future financing, and reports to the underwriters; (f) agree- 
ment to indemnify the underwriters against the Federal Secmities 
Act and common law habUities incurred in connection with the 
issue; and (g) a provision that the whole transaction is contingent 
upon finding representations as stated by the company to be 
correct. 

The issuer usually agrees to pay all costs and expenses in con- 
nection with the dehvery of the securities and sometimes includes 
counsel and other expenses incurred by the underwriters, compliance 
with state blue-sky laws, and listing on exchanges. For example, 
the expenses incurred by Alleghany Corporation in the issuance 
of its 3J per cent secured convertible notes of 1954 amounted to 
$239,750 and consisted of: 


Securities and Exchange Commission registration fee ... $ 3,150 

Federal Issue tax 33,000 

Fee for listing notes on New York Stock Exchange .... 3,600 

Expense of printing registration statement, prospectus, exhibits, 

indenture, and other documents 30,000 

Preparation of the notes 14,000 

Trustee’s charges and expenses in connection with the execution 

of the indenture and the authentication of the notes . . 20,500 

Payment to underwriters in partial reimbursement of their out- 

of-pocket expenses 35,000 

Fees and disbursements of counsel for Alleghany 65,000 

Auditor’s fees and expenses 10,500 

Miscellaneous 25,000 

Total $239,750 


It is usual, also, for the issuer to give specific permission to the 
purchase group and dealers to use the prospectus, and to provide an 
adequate number of copies. 

To guard against unforeseen changes in the capital market during 
the twenty-day “waiting period,” the price to the issuer and to the 
pubhe is usually not stated m the purchase agreement or original 
registration statement. It is inserted later by filing an amendment 
to the registration statement. For example, the public offering 
price of 102.15 on the $30,000,000 Alleghany Corporation 3j’s of 
1954 was not made public until an amendment to the registration 
statement stating the price was filed with the Commission two days 
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before the offering date.^® The price at which the issue is to be 
offered to the public is most important for a successful offering. 

If an issue is overpriced, it may encounter market resistance during 
the period of the public offering and subsequently experience a 
decline in market price that will react unfavorably upon the inves- 
tors who bought the security at the public offering price and upon 
the issuer, whose credit rating is thereby affected. The under- 
writers, too, may incur a substantial loss. If an issue is underpriced, 
the subsequent rise in market price reacts unfavorably upon the 
issuer, who feels the issue was sold too cheaply. The final public 
offering price is infiuenced by the features of the issue and the market 
position of similar outstanding securities with special reference 
to yield, maturity date, and coupon rate. For example, the $175,- 
000,000 American Telephone & Telegraph Company’s debenture 
2f ’s of 1980, one of the largest offerings in the history of American 
finance and the largest ever to come up for sale at competitive 
bidding, was pubhcly offered at 100. Although it was anticipated 
that the debentures would sell above par as a distributed issue 
(as they did), nevertheless the size of the issue and the slowness 
with which institutional investors were absorbing other new issues 
led the xmderwriters to set a price no higher than par. 

Since the underwriters buy the issue to sell it at a profit, the * 
purchase price paid by the underwriters to the issuer is the public 
offering price less the gross underwriting spread, which in turn is- 
influenced by the quality and size of the issue and the condition 
of the market. The underwriting spread represents the under- 
writers’ compensation for (a) risks they assume in agreeing to 
buy the issue, (b) services rendered in distribution, (c) expert ad- 
visory and technical services rendered to the issuer in preparing the 
issue, and (d) actual expenses incurred in both the preparation and 
distribution. For example, the $20,000,000 P. Lorillard Company 
debenture 3’s of 1963 were sold to the underwriters at par and 
offered to the public at lOlf , yielding to the xmderwriters a com- 
mission of If per cent. The spreads on a selected group of new 
offerings were: 

The price to the public was 102.15 per cent plus accrued interest from April 15 to 
the date of delivery; the underwritmg discounts and commissions were 1.90 per cent; 
and the net cash proceeds to Alleghany Corporation were 100 25 per cent In terms of 
dollars, the amounts were $30,645,000, $570,000, and $30,075,000, respectively. The 
net cash proceeds to Alleghany Corporation were further reduced by $239,750, repre- 
senting expenses incurred m connection with the issuance of the notes. 
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Issuer 

California Oregon Power first mort- 
gage Si's, 1974 

Chicago, Burlmgton & Qumcy 
refundmg mortgage Sfs, 1974 . 
Metropolitan Edison first mortgage 

2i% 1974 

Potomac Edison first mortgage & 
collateral trust 3's, 1974 . . 

American Telephone & Telegraph 
debenture 2f's, 1980 .... 


Proceeds to 
Issuer 

Price to 
Public 

Spread 

10170 

102 86 

1.16 

99 137 

100 75 

1.613 

100 312 

101 625 

1313 

101 402 

102.50 

1098 

99 5599 

100 00 

.4401 


Escape clauses. The purchase agreement also usually contains 
numerous “escape” clauses, the most common of which provides 
that the originator, as representative of the purchase group: 


. . . may, in its discretion, terminate this agreement, without liability on the part 
of the members thereof if prior to the time for delivery any substantial change in 
the position of your company, or any subsidiary, or in the existmg operation, 
political, economic or market conditions shall have taken place which, in our 
opinion, renders it impracticable or inadvisable to market the bonds at the price to 
the public named. 


It should be noted, however, that the purchase agreement is drawn 
up and signed after the registration statement for the issue has 
been filed with the Commission, but before the registration has 
become effective. The purchase agreement xmder which the 
$30,000,000 issue of Alleghany Corporation 3j per cent secured 
convertible notes of 1954 were publicly offered was signed two days 
before the public offering. 

Effective date. The registration statement becomes effective 
on the twentieth day after its filing with the Commission.’^^ The 
date selected for the public offering of the issue -is important to 
the success of the issue. It is selected with a view to avoiding fore- 
seeable unfavorable conditions. The group manager may postpone 
the public offering beyond the effective date, but he cannot offer 
the issue prior to that date. Since the earliest effective date is 
measured from the date of filing, the latter, too, must be selected 
with care. The Commission has discretionary authority, however, 
to accelerate the effective date of the registration statement. When 
the statement becomes effective, the issue may be publicly offered 


“ On the seventh day, in the instance of foreign government issues Section 8 (a) pro- 
vides that “in cases of Securities of any foreign public authority, which has continued 
the full service of its obligations in the United States, the proceeds of which are to be 
devoted to the refunding of obligations payable in the United States, the registration 
statement shall become effective seven days after the filing thereof.” 
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for sale. The Commission has ruled that the “twentieth day” 
begins hnmediately upon the close of busmess at the Commission 
at 5 ; 30 P.M., Eastern Standard Time, after nineteen days from 
the date of filing have elapsed, coimting weekdays, Saturdays, 
Sundays, and other holidays alike. The registration statement 
may be amended during this waiting period without changing 
the effective date.^® The Commission usually permits the issuer 
to withhold from the registration statement the public price of the 
offering and the names of the underwriters until shortly before the 
date on which the statement becomes effective.^® The purpose of 
the twenty-day waiting period is to give the Commission time in 
which to make an examination of the registration statement for 
omissions, incomplete disclosures, and inaccuracies and to give the 
investor time in which to consider the facts concerning the proposed 
security issue. 

Purchase group agreement. The purchase group agreement, 
signed by all participating firms, holds each participant responsible 
only for its designated share. Thus a firm that has a $4,000,000 
participation in a purchase group for an issue of $40,000,000 of 
bonds is responsible only for its share. The agreement also states 
the portion of this participation which the participant agrees to 
“give up” for allocation to members of the selling group, the balance 
being retained by the participant for its own retail distribution. 
The manager is usually authorized to make sales in large blocks 
to institutional buyers, such as insurance companies, at the public 
offering price. In the offering of $100,000,000 of debenture 3’s of 
1962 by American Tobacco Company, insurance companies were 
reported to have purchased between $30,000,000 and $40,000,000. 
Libby, McNeil & Libby brought out a $7,500,000 issue of serial 
debentures, due 1945-1959, the first fourteen maturities of which 
were promptly sold to institutional investors by the group manager 
for group account. This is done to facilitate large institutional 
purchases, which can be made more effectively through the group 
manager than through a large number of individual houses. Such 
sales are pro-rated (according to participation) to the amounts 

Although the filing of an amendment to the registration statement prior to the 
effective date has the effect of establishing a new filing date and starting a new ^day 
period running, the Commission is given power under the Act to relate the filing of such 
amendment back to the original filing date when such action is not detrimental to the 

public interest. ^ . 

An amendment filed after the effective date of the registration statement becom^ 
effective on such date as the Commission may determme, with due regard to the public 
interest and the protection of the investor. 
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retained by the participants for their own retail distribution.” 
The price and the time at which each participant is to make pay- 
ment to the issuer are specified in the agreement.^® The agreement 
states the public offering price of the securities and the date on 
which the offering is to take place. Each participant agrees not to 
sell any of the securities prior to the date nor to sell any of the 
securities to the public at less than the stipulated offer price during 
the life of the selling agreement. As part of the public sale of the 
securities, however, each participant usually assumes an additional 
obligation in connection with the market support operating during 
the initial period of distribution. This additional obligation is 
co mm only limited to 5 per cent of the face amount of the issue. 
Thus the participant that has agreed to buy $4,000,000 of the 
bonds must also take $200,000 of the bonds which the group mana- 
ger may have repurchased in the market in connection with his 
stabihzation operations.” 

Price maintenance. The price maintenance clause has become 
the center of a controversy as a result of the action of the United 
States Department of Justice in contending that the price main- 
tenance agreements were in violation of the Sherman Anti-Trust 
Act. The confusion that followed led some underwriters to make 
modifications in their group agreements in order to avoid any possi- 
ble conflict with the Sherman Act. In general, they narrowed the 
traditional thirty-day period of contractual maintenance of prices. 
In typical instances, dealer groups were called upon to adhere to 
original offering levels for fifteen-day periods after announcements 
of new offerings. Some contracts provided for renewals of price 
arrangements under certain circumstances after the initial period; 
others deleted aU reference to price maintenance or stabilization. 
For example, the contracts sent out by Halsey, Stuart & Company 
to members of its group planning to bid for a New Jersey Power & 
Light Company issue contained no provisions for either price main- 
tenance or stabilization. 

Though the agreement states the date of group termination. 

Inasmuch as, under this arrangement, the participants do not know, at the time of 
signing the group agreement, the amount of securities which they will actually have 
aw^hle for retail sale to their own customers, the group agreement requires the group 
miHger to notify each participant as to this amount on or immediately before the 
public offering date. 

In the event payment by a participant is not receiyed by the manager at the time 
specked, the manager is authorized to borrow the sum involved in order to pay the 
issuer. 

See page 150 for discussion of supporting the market. 
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the manager is usually authorized to extend or curtail the life of 
the group within the limitations stated in the agreement. 

Selling group. During the waiting period the group manager 
forms a “selling group” to handle the public distribution of the 
issue.20 Under the Securities Act of 1933, the group manager may 
not actually offer the securities for sale to the selling group members 
until the registration statement becomes effective. He may, how- 
ever, take preliminary steps toward the formation of the selling 
group. The selling group is concerned with the sale only of that 
portion of the new offering which is not actually sold by the pur- 
chase group members. It consists of dealers throughout the country 
and is formed in order to expedite the sale and to obtain a wide 
distribution of the issue.^^ Speed in selling the securities enables 
the underwriters to terminate their liability and to free their capital 
for other underwritings. A wide and permanent distribution of the 
securities enables the underwriters to satisfy the issuer and thereby 
assure permanent relations and at the same time to prevent dissatis- 
faction among their own chents arising out of later sharp declines 
in the market price of the security due to poor distribution. Mem- 
bers of the selling group are selected chiefly for their ability to 
place bonds with more or less permanent investors. 

Preliminary prospectus. The group manager usually provides 
the ’dealers invited to join the selling group with a preliminary 
prospectus, commonly referred to as “red herring.” Along the 
left-hand border of each page of the prospectus is printed in red 
the following statement: 

A registration statement relating to the securities referred to herein has been 
filed with the Securities and Exchange Commission under the Securities Act of 
1933, as amended, but has not yet become effective. The information contained 
herein is given circulation solely for informative purposes and is subject to correc- 
tion and change without notice. Under no circumstances is it to be considered a 
prospectus or an offer to sell or as a solicitation of an offer to buy the securities 
referred to herein. 

The prelimiuary prospectus differs /rom the one to be used in the 
pubhc offering in that it does not reveal the price at which the issue - 

A selling group is not used in distributing municipal bonds. Usually the issue is 
offered for sale to the public and distributed by the buymg group as soon as possible 
after it has been awarded. In some mstances an issue, awarded in the mornmg J^s 
been publicly offered in the afternoon of the same day. Such sales are made on a “ yjfflL, 
as, and if issued” basis, pendmg the dehvery of the securities to the buying group by 
the issuing municipality. - 

“ The selling group offering the $100,000,000 issue of American Tobacco 3's due 
1962 consisted of approximately 600 houses, while the group distributing the company’s 
$100,000,000 issue of debenture 3’s due 1969 included 400 members. 
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will be offered to the public or the concession that will be given to 
the members of the selling group. The prehminary prospectus is 
usually accompanied by a selling group letter that will serve as an 
agreement between the purchase group and the selling group. The 
pubhc offering price and the selling group’s concession are also 
omitted from the letter. 

Selling group dealers. The dealers are usually allowed up to a 
certain hour on the pubhc offering day to accept or decline the 
invitation, m accordance with the terms of the seUing group letter. 
At the moment the registration statement becomes effective, the 
group manager sends a telegram to each dealer invited to join the 
selling group, advising the dealer of the pubhc offering price and the 
concession. The dealer invited to join the selling group is usually 
offered a specific block of securities. Acceptance makes the securi- 
ties “firm” to the amovmt accepted; that is, the dealer is assured 
of that allotment and can therefore confirm sales to its customers. 
The selhng group member may subscribe for additional securities, 
but such subscription is subject to allotment by the group manager. 
The agreement also specifies the exact date on which the selhng 
group member must pay for and take dehvery of its aUotted securi- 
ties. The price concession to the selhng group is carefuUy stated. 
For example, in the $100,000,000 issue of American Tobacco 3 per 
cent debentures due in 1969, the selhng group concession was | of 
1 per cent. 

Selhng group commissions are retained by the group manager 
until the termination of the group. This is accomplished by requir- 
ing the dealer to pay for the securities at the pubhc offering price. 
The arrangement has a twofold objective: (a) it provides for com- 
mission canceUation on securities repurchased through the group 
manager’s trading accoimt operated in support of the market, and 
(b) it gives the group manager greater control over the activities 
6f the seUing group. 

The agreement states the offering price and prohibits the mem- 
.bers of the selhng group from selhng the securities to the pubhc at 
less than the pubhc offering price during the life of the group. The 
agreement usually includes a provision permitting selling group mem- 
bers and participants to seU the securities to and to buy them from the 
group manager as weU as between themselves. This provision permits 
the readjustment of oversubscribed positions by members, who have 
purchased more securities than they can sell readily and who wish 
to dispose of then- surplus to members who are undersupphed. 
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Every member of the selling group incurs the risk involved in 
its security purchase, but no liability to take up any securities 
unsold by the purchase group at the termination of the group. 
The member simply earns what amounts to sales commissions 
on the securities which it individually purchases and sells. 

Public offering of the issue. On the date set for the completion 
of the terms of the underwriting contract, that is, the delivery 
date, each underwriter delivers to the managing house a certified 
bank check made out to the order of the issuer. The checks are 
delivered to the issuer at a designated bank in exchange for the 
bonds, which are usually in the form of temporary certificates 
exchangeable later for definitive bonds. For example, Halsey, 
Stuart & Company gave Coimnonwealth Edison Company a cheek 
for $160,928,750 in payment for the utihty’s $155,000,000 bond 
issue (including premiums and interest) sold to the investment 
bankers. The participant "takes down” only that part of its sub- 
scription which it plans to sell directly. The balance of its sub- 
scription or "give up” is distributed to the members of the selling 
group, from whom the participant will receive reimbursement 
through the group manager. 

All firms participating in the distribution agree not to offer the 
new securities either before a specified time or under a minimum 
price. The group manager has full discretion in choosing the date 
of the offering and may delay the actual offering even though the 
twenty-day waiting period has elapsed. The time for the public 
offering is set exactly, for example, as " 11 : 00 o’clock a.m.. Eastern 
Standard Time, on the day after that on which the Registration 
Statement becomes effective.” At the stated time the new securities 
are open for sale to the public directly through members of the 
purchasing or selling groups or indirectly through hundreds of 
small dealers and banks throughout the country. At the time set, 
the group manager "opens the books” by receiving subscriptions to 
the issue from both selling group members and outsiders. The man- 
ager may reject the subscriptions in whole or in part, except where 
firm subscriptions may be made by selling group members. The 
manager reserves the right to close the books at his discretion. If 
the demand is great and the books are closed shortly after the open- 
ing, the issue is announced as "oversubscribed.” For example, 
on the day the $23,000,000 issue of Virginia Electric and Power 
Company first mortgage 3’s of 1974 was offered, the subscription 
books were closed before noon. The American Telephone & Tele- 
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graph Company’s $175,000,000 debenture 2f ’s, due August 1, 1980, 
were fully subscribed for within an hour after the offering of the 
bonds. The term “oversubscribed” means oversubscription by 
dealers and not by investors. Oversubscription for the issue pre- 
sents the group manager with the problem of allotment. 

The small dealer who does not join the selling group may partici- 
pate in the sale of the security by “selling off the list” of a larger 
firm. The small dealer secures the printed offering list of the larger 
firm and offers to sell securities from it at the prices therein stated. 
The larger firm, whose offering sheet is used, usually allows a special 
dealers’ discount. The reallowance concession allowed to small 
dealers has been | to j of 1 per cent on bonds ($1.25 to $2.50 per 
$1,000 bond). 

Subject and firm orders. Orders from investors for new securities 
are either “subject” or “firm.” A “subject” order is subject to 
confirmation. A “firm” order has been confirmed. All prders are 
subject to confirmation unless accepted on a “firm” basis. Sub- 
scriptions by investors may be accepted and confirmed without 
an initial payment by the investor on the subscription. Payment 
by the investor against the delivery of the temporary certificates 
is not required, usually, for a period averaging two weeks. The 
public offering price is an “and interest” price. For example, Vir- 
ginia Electric and Power Company first and refunding mortgage, 
series D, 3’s of 1974 were offered in May at lOSj plus accrued interest 
from April 1 to date of delivery. On the date of payment, temporary 
certificates are delivered against cash payment by the subscribers. 
The temporary certificates, which are negotiable, are later ex- 
changed for the definitive bond certificates. For example, the 
Mengel Company offered '$2,500,000 of debenture 3f ’s of 1959 in 
April, and four months later the Guaranty Trust Company of 
New York, the trustee, announced that definitive debentures were 
available and would be given in exchange for temporary debentures 
at its corporate trust department. 

Supporting the market. Sales of the new securities on the market 
af prices lower than the public offering price during the period of 
distribution would handicap the success of the distribution. It is 
usual, therefore, for the purchase group, through the group manager, 
to “support the market” during this period by placing buy orders 
in the market' for the purchase of limited quantities of the bonds 
at or below the public offering price. In some instances similar 
buy orders are placed for the purchase of other securities of the 
issuer if those issues seem more attractively priced than the new 
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issue. In this way the market price of the new issue is not allowed to 
fall below the offering price during the period of distribution. 

The group manager is generally authorized by the group agree- 
ment to sell the securities short and to over-allot the “give up” 
to selling group members. Each of those operations tends later 
to strengthen the market price of the securities when covering 
pm-chases are made. In the event that the trading account cannot 
readily purchase securities in the market to cover short or over- 
allotted positions, the group manager is authorized by the group 
agreement to call upon the participants to deliver the needed securi- 
ties on a pro rata basis. Usually the agreement Ihnits such hability 
to a maximum of 10 per cent of each participation. 

The most common method of handling securities repurchased 
by the group manager through the trading account operated in 
support of the market is by redehvering the repurchased securities 
to the house originally selling them. Since the group manager 
maintains an accurate record of the serial numbers of aU securities 
allotted to each house, the repurchased securities can be redelivered 
to the proper house and at the actual cost to the trading account, 
that is, the purchase price plus the buying brokerage commission. 
As a result the house is obhged to sell the same security twice but 
is credited with only one commission less brokerage costs. In this 
way the house is penalized for its original failure to place the security 
well. In other instances, the group manager cancels the commission 
of the house on the original sale- and re-allots the security to another 
house which can place the security more satisfactorily. 

Although the practice of “supporting the market” is a form 
of price manipulation, in the official opinion of the Commission, 
it has been approved as an essential part of security distribution. 
The Commission, however, has adopted two related rules for the 
pmrpose of (a) acquiring data on the stabilization, (b) aiding in 
the enforcement of the anti-manipulation sections of the Act, and 
(c) affording greater protection to the investing pubhc. One rule 
requires a syndicate which contemplates stabilization to include 
in the prospectus a statement that it intends to stabilize security 
prices to facilitate the distribution in respect of which a registration 
statement is filed under the Act. Intention to “ support the market ” 
is usually aimounced in the prospectus by the statement : 

To facilitate this offer, it is intended to stabilize the price of the Debentures to 
which this prospectus relates. This statement is not an assurance that prices of the 
Debentures will be stabilized, or that stabilization, if commenced, may not be 
discontinued at any time. 
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The second rule requires any underwriter of the issue, or any other 
broker or dealer who stabilizes in aid of distribution as to which a 
Securities Act registration statement is filed, to submit daily reports 
to the Commission showing all transactions effected during the 
period of stabilization and distribution of the issue. All daily reports 
are analyzed by the Commission, and price charts are constructed 
showing the market behavior of the stabilized security in relation 
to the movement of market averages of comparable securities. 

In some cases, the termination of the group and the removal 
of market support is followed by a decline in the market price of 
the issue. A $45,000,000 issue of Northern Indiana Public Service 
Company Sf per cent bonds due in 1973 was brought out at 102|- 
and when the group terminated the bonds receded to 101| bid, 
lOl-J asked. Louisiana Power and Light first mortgage 3’s, due 
1974, were offered at 103; upon termination of the selling agreement 
among the underwriters, the bonds were quoted at lOlf bid, lOlf 
asked. 

Termination of thp group. Under present-day practice, the life 
of the group seldom exceeds one month. Not all new security 
offerings, however, are quickly absorbed by the market. Unforeseen 
market conditions may make new issues of even high-grade securities 
difficult to sell or “sticky.” In 1937 both a municipal issue and 
a corporate issue encountered such difficulties. A large issue of 
New York City bonds purchased at 102 by the underwriters eventu- 
ally had to be sold under 100 in order to close out the group, and a 
large corporate bond issue underwritten at 98 had to be closed out 
at 80. 

The profit to each participant in the purchase group is deter- 
mined by the nature of the participation, which consists of (a) the 
securities sold to institutional buyers by the group manager, (b) the 
securities that the participant has sold itself, (e) the securities that 
the participant has given up for allotment to selling group members, 
and (d) the securities in the trading account of the group manager. 

Sales to institutional buyers by the group manager are made 
for the participant’s account. The institutional buyer pays the 
pubHc offering price directly to the group manager, who remits 
the purchase cost of the securities to the participant. The profit 
is credited to the account of the participant and retained until the 
termination of the group. 

The securities “taken down” by the participant are delivered to 
and sold by the participant. The sales price is paid by the buyer 
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directly to the participant. The difference between the purchase 
cost and the sale price to buyers represents the profit to the partici- 
pant. In the instance of securities “taken down” by the participant 
but sold by it at wholesale to dealers, the profit to the participant 
is reduced by the reallowance concession granted to the dealer. 

The securities “given up” by the participant for sale through 
members of the selling group are sold to these members by the 
group manager, to whom the selling group members make payment 
directly. The manager returns the original purchase cost of the 
securities to the participant. The participant’s account with the- 
group manager is credited with the difference between the purchase 
cost of the securities and the price paid by the selling group member. 
The group manager retains this commission until the termination 
of the group. Securities “given up” to but not sold by the selling 
group are dehvered to the participants on a pro rata basis. Inas- 
much as the participant has already paid for those securities, the 
eventual profit or loss reahzed on them is the difference between 
the purchase cost and the eventual sale price. Sometimes those 
securities are not sold by the participant until after the termination 
of the group, and then sometimes at a price lower than the cost 
price. 

The securities held in the trading account of the group manager 
at the termination of the group are pro-rated to the participants. 
Inasmuch, however, as those securities have been sold once and the 
participants reimbursed for them, the participants, upon taking 
delivery, must rebuy them from the group manager at a price 
approximating the purchase cost to the trading account. The 
profit or loss that the participant eventually reahzes on such securi- 
ties depends upon the ultimate price at which they are sold. 

At the termination of the group, therefore, the manager holds 
sales commissions of the participants earned on securities sold by 
the manager to institutional buyers and on securities given up to 
the selling group. The group manager deducts from those credit 
balances commissions on securities repurchased by the trading 
account and redelivered to other dealers as well as the participant’s 
pro rata share of group expenses. The participant’s gross profit 
on the underwriting consists of the commissions realized on the 
direct sales at wholesale and retail, together with the net credit 
balance remitted by the group manager. If, on the other hand, 
the accoimt with the group manager shows a debit balance for 
which the participant must remit, the gross profit is reduced by 
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that amount. The compensation to the group manager is in the 
form of a fee, which may be stated as a specific amount or as a 
percentage of the security issue. It is paid by the participants pro 
rata as a part of the group expenses. 

Underwriting stock. Investment banking houses also underwrite 
the issue of stock by corporations. A corporation that proposes 
to raise additional capital through the sale of stock commonly 
offers the stock first to its present stockholders by the declaration 
of rights. For example, P. Lorillard Company once offered 374,391 
shares of common stock to the stockholders of record as of October 4 
at the rate of one share of new stock for every five shares of old 
stock, at a subscription price of $14 a share. The rights expired 
at 3 : 00 p.m.. Eastern Standard Time, on October 15. Any stock 
not subscribed for through the exercise of the rights by October 15 
could then be offered to the public. To assure the sale of the stock 
to the public, the corporation usually arranges to have the issue 
underwritten by investment banking houses. The underwriters of 
the Lorillard stock agreed to purchase at $14 a share all the common 
stock not subscribed for by the exercise of the stock subscription 
warrants. The company agreed to pay the underwriters a commis- 
sion of fifty cents a share for each of the 374,391 shares offered, 
regardless of the actual number of shares not subscribed for through 
the rights and therefore taken up by the underwriters. In addition, 
the company agreed to pay a commission, for such shares as the 
underwriters had to purchase under the agreement in accordance 
with the following schedule: fidty cents a share if the shares pur- 
chased were more than 37,439, and an additional ten cents a share 
if the shares purchased were more than 187,196. In other words, 
if all the stock were subscribed for by the exercise of the rights, 
the underwriters’ commission would be $187,195.50 (374,391 X 
$.50). If the underwriters were obliged to buy all the stock, the 
aggregate commission would be $411,830.10 (374,391 X $1.10). 

Supplementary functions. The investment banking firm acts 
in an advisory capacity to both issuer and investor. The firm is 
in a splendid position to advise an issuer who desires to raise capital 
throu^ the sale of securities because it is constantly in touch with 
market conditions and hence is in a position to recommend the 
t:^e of security that will prove most popular under existing con- 
ditions. It is also ready to advise an investor in regard to the suit- 
ability of a particular security for his needs or in regard to desirable 
changes in his portfolio. 
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The investment banking house may form protective committees 
for the benefit of clients who hold securities of companies in re- 
organization. The protective committees seek to arrange the most 
equitable settlement on behalf of the security holders whom they 
represent. 

The house also services the interests of clients by maintaining 
a trading department. The trading department has three functions. 
First, it usually handles the orders to buy and to sell placed by 
the syndicate manager in “supporting the market” during a dis- 
tribution of new securities. Second, it provides a “secondary mar- 
ket” for secmities that were originally sold by the firm and of 
which the clients desire to dispose. The department “makes a 
market” by maintaining bid and asked prices on the issues. Third, 
if securities are received by the firm on an exchange basis in the 
purchase of a new issue, the credit allowed the client for the trade-in 
depends upon the price for which the firm can sell the security 
through its trading department. The principal function of the 
trading department is, therefore, to assist the sales department 
in the distribution of new issues. 

Investment banking houses also assist their clients by (a) safe- 
guarding the securities in vaults, (b) collecting interest and dividend 
payments when so requested, (c) notifying investors of called bonds 
and of opportunities to profit from sinking fund offers or conversion 
options, (d) reviewing portfolios with suggestions for improvement, 
(e) advising clients on income and estate tax problems in connection 
with security holdings, and (f) providing statistical data on issues 
and issuers. 

Compensation of security salesmen. Salesmen are usually com- 
pensated by a commission on the securities sold. The commission 
may be a flat rate per bond or per share of stock, or a percentage 
of the bond house’s gross profit on each security sale. The flat 
rate of commission varies from $2 to f8 per $1,000 bond and from 
$1 to $5 per $100 par value of stock. The rate varies according 
to the qu^ity of the security. A flat rate of $1.25 per $1,000 bond 
is usually paid on municipal issues, which are generally sold in 
large blocks to institutional buyers and involve relatively little 
sales effort. The percentage of gross profit method may be either 
a fixed percentage or a sliding scale. Under the fixed percentage 
method, the house with a two-point sales commission, that is, $20 
per $1,000 bond, may allow t£.e salesman 25 per cent of this gross 
profit, or $5 per $1,000 bond. The range has been 20-40 per cent 
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with an average of 26-27 per cent. Under the sliding scale method, 
the percentage of gross profit paid to the salesman increases with 
the aggregate of gross profit that he earns for the house ; for example, 
20 per cent of a monthly gross profit up to $1,000; 21 per cent on 
$1,000 to $1,200; 22 per cent on $1,200 to $1,400; and so forth. 
In addition, a bonus may also be paid on sales to new customers 
or for achieving a specific volume of sales. 

Review Questions 

1. Discuss the significance of the Securities Act of 1933. 

2. What is meant by a “public offering 

3. What domestic securities are exempt from registration? 

4. Discuss the nature and purpose of the registration statement. 

6. Distinguish between an S.E.C. “deficiency statement” and a “stop order.” 

6. To what extent does the S.E.C. approve an issue? 

7. What is meant by a “prospectus”? 

8. Discuss the significance of the prospectus. 

9. Discuss the purposes underlymg the requirement of registration of an issue. 

10. Discuss the civil liabilities under the Act. 

11. Indicate the chief function of investment banking. 

12. Distinguish between originating, wholesaling, and retailing functions of 
investment banking houses. 

13. Name the functions of investment banking houses. 

14. Discuss the significance of private placement of issues. 

16. Explain what is meant by competitive bidding. 

16. Name the classes of securities sold on a competitive basis. 

17. What is meant by an “all or none” bid for a municipal issue? 

18. Name the railroad securities exempt from competitive bidding. 

19. Name the public utility securities exempt from competitive bidding. 

20. What is meant by the sale of securities by private negotiation? 

21. Name the objectives of the investment banking house in buying a new 
issue. 

22. Distinguish between the preliminary and the detailed investigation by the 
buying department. 

23. Discuss the significance of the purchase agreement. 

24. Name the factors entering into the selection of the participants in a buying 
group. 

26. Describe the chief items in the purchase agreement. 

26, Discuss the factors entering into the determination of the public offering 
price. 

27, Discuss the significance of the “escape” clauses in the purchase agreement. 

28, What is meant by the “elective date” for the registration statement? 

29, Explain the purpose of the twenty-day waiting period. 

30, What is the significance of the purchase group agreement? 
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31 . Discuss the significance of the price maintenance clause in the purchase group 
agreement. 

32 . Explain the nature and purpose of the ^'selling group.^’ 

33 . Discuss the nature of the selling group agreement. 

34 . Why are selling group commissions retained by the group manager until the 
termination of the group? 

35 . Indicate the liability assumed by the members of the selling group. 

36 . What is meant by the following expressions: (a) take down, (b) give up, 

(c) opening the books, and (d) oversubscribed? 

37 . In the retailing of an issue, what is meant by the following expressions: 

(a) selling off the list, (b) subject order, and (c) firm order? 

38 . Explain the function of a temporary certificate. 

39 . Discuss the nature and purpose of “supporting the market.^' 

40 . What is meant by a “sticky"’ issue? 

41 . Describe the sources of profit to the participants in the purchase group. 

42 . Explain the underwriting of stock issues. 

43 . Describe the advisory function of an investment bankmg house. 

44 . Explain the protective function of an investment banking firm. 

45 . Describe the functions of the trading department. 

46 . Explain the miscellaneous functions of an investment banking house. 

47 . Discuss the methods of compensating security salesmen. 


Assignment 

(a) Compute the difference, both per bond and aggregate, between the two fol- 
lowing bids for a $40,000,000 issue with a coupon rate of 3| per cent: Firm A 
bid 101.463; Firm B bid 101.424. 

(b) On the basis of the following data on a $25,000,000 issue, compute, in terms of 
per bond and aggregate, the price to the public, the underwriting discounts 
and commissions, and the net proceeds to the issuer: price to the public, 103 45; 
underwriting discounts and commissions, 1.95 per cent; net proceeds to issuer, 
101.50 per cent. 

(c) Determine the effective date for the registration of a foreign government issue 
and of a domestic industrial issue, both filed on July 26. 

(d) A company issued 545,000 shares of stock through the declaration of rights 
and agreed to pay the underwriters a commission of 40 cents a share for the 
entire issue and an additional 25 cents for each share not subscribed for through 
the rights and purchased by the underwriters. Compute the commission to 
the underwriters if (1) all the stock is subscribed for through rights; (2) 320,000 
shares are subscribed for through rights; and (3) none of the stock is subscribed 
for through rights. 

(e) Determine the difference in net interest cost to the issuer of a $10,000,000 
thirty-year 3f per cent bond between a bid of 100.529 and a bid of 100.271, 

(f) Compute the price to be bid by an investment banking group on a new issue 
of $5,000,000 in 4| per cent serial bonds maturing uniformly over a twenty- 
year period, assuming a gross profit margin of 1 per cent and estimating the 
following sales prices: one year maturity, 4 per cent; two and three years, 
4.05 per cent; four and five years, 4.10 per cent; and all later maturities, 
4.125 per cent. 
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(g) A railroad that offers $7,500,000 of 1- to 10-year equipment trust certificates 
received the following bids: rirm A named a price of 99.3799 for a If per cent 
coupon, Firm B named a price of 100.015 for a If per cent coupon, Wiich is 
the better bid to the issuer? 

(h) A railroad invited bids on an issue of equipment trust certificates giving the 
bidders a choice of bidding on $3,970,000 of certificates representing 80 per 
cent of the cost of the equipment or on $3,720,000 of certificates representing 
75 per cent of the cost. On either or both of those amounts the bidders could 
stipulate maturities of one to ten years or one to fifteen years. The following 
bids were received: 

Group A: 99 J for an 80 per cent loan running from one to ten years as 2 per 
cent certificates. 

Group B: 99,55 for a 75 per cent loan running from one to ten years as 
2| per cent certificates. 

Group C: 99.76 for a 75 per cent loan running from one to fifteen years as 
2i per cent certificates. 

Determine the winning bid and explain why. 

(i) A railroad received the following bids on $25,982,000 of thirty-year first mort- 
gage bonds: Group A named a price of 99 2799 and a rate of 2| per cent; 
Group B, 99 27 for 2f ^s. Group C, 98 8199 for 2|^s. Indicate the winning bid 
and the difference between the winmng bid and the next highest bid. 
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INVESTMENT POLICIES , 


Investment factors. In the formulation of an investment policy, 
the investor is faced with three problems: (a) What are the basic 
factors in the selection of securities? (b) WTiat are the general 
investment policies followed by institutional investors? (c) What 
factors should the individual investor consider? The selection of 
securities by an investor involves consideration of many factors. 
Some are applicable only to certain t3^es of securities; others are 
basic. The basic factors are safety,^ rate of return, marketability, 
tax position, and investment timing. 

Safety. Safety in a security is relative and not absolute. No 
security is absolutely safe. Securities differ only in the degree of 
safety. For this reason the investor should seek securities with a 
degree of safety adequate with relation to his circumstances and 
requirements. 

Safety of principal and safety of income are inextricably woven 
together. The primary objective of the investor is not merely to 
preserve the capital but to obtain a return upon it. If the income 
payment is safe, however, the principal is also safe, since the earning 
power that provides the Income also gives value to the assets secur- 
ing the_ principal. Investors have learned by sad experience that 
inability of the issuer to pay the income adversely affects the value 
of the principal. 

Rate of return. The rate of return is called the yield; it expresses 
the relation between the income received and the capital invested. 
It varies directly with the degree of risk involved. The more specu- 
lative the security, the higher is the rate of return, since purchasers 
of such securities demand additional compensation as a premium 
for the risk they assume. On the other hand, securities with invest- 
ment quality yield a low rate of return because the buyers are willing 
to accept l5w rates for the greater safety provided. The investor 
seeking inconie must assume risks. The amount of income, how- 

159 


160 INVESTMENT ANALYSIS 

ever, must be commensurate with the degree of risk 

afford to assume. and are determined 

Interest rates represent the return on capital a, 

by conditions- ot demand for and supply 

those fundamental conditions change, interest ra ^ , 

high at one time and low at another. Inasmuch, h , 

capital market consists of credits of varying dura 

rowers of varying responsibilities, there is not ^ interest rates 
many interest rates. For convenience the prevai g 
are usually divided into the short-term or conamercia r 
long-term or investment rate. Short-term coDMuercial and long- 
term investment rates tend to move together, but the latter Ranges 
less rapidly and within narrower limits than the s or J 

The investment rate tends to follow a secular tren w i 
from cyclical influences. , 

The variation in the yields on securities reflects th p 
degrees of risk. As a general rule, a low yield on a securi y re ec s 
a high price and indicates a greater degree of sa ® ^ ereas a 

high yield on a security reflects a low price and m ica es a ower 
degree of safety. Securities are usually class^ed, on e asis 
of yield, as highest grade, high grade, good, fair, an specu a ive. 
The rate of return on any security represents two elenaen s: cos 
of capital and premium for risk. However, to determme e spec c 
degree of risk, it is necessary to know the cost of capi a • ®ore i- 
cally the jdeld on a riskless security would express t e ® ®api a 

or the pure rate of interest. In view of the fact t a ere ^ 

such security, the next best criterion would be a securi y m w ic 
the premium for risk is negligible. Inasmuch as the prem^ for 
risk is at a minimum on United States Treasury bonds, then yield 
is taken as the best approximation of the cost of capite or e pme 
rate of interest. For example, when United States reasury 2 
due 1965-1970, are seUing to yield 2.49 per cent, the pure rate of 
interest is taken as approximately 2.4 per cent. Smce some a ow- 
ance for risk premium must be made in even the bes corpora e 
issue, under these conditions the highest-grade corporate bond 
should not sell to yield over 3 per cent. On this basis, and T^th due 
allowance for degrees of risk involved, the classification would read: 

Highest grade under 3 pw cent 

High grade 3 1 / . 

Fair 

Speculative ^ 
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Obviously, as market conditions change, as reflected in the 3deld 
on United States Treasury bonds, the yield range indicated above 
would change. Generally speaking, the premium for risk should 
not exceed the pure or basic rate of return. For example, with 
a basic yield of 2 per cent, a true investment ought not to yield 
more than 4 per cent. 

The use of yield on a security as a criterion of investment quality 
is subject, however, to certain limitations. Because of the contin- 
gent nature of dividends and the greater influence of speculation, 
yield is less reliable as a criterion of investment quality for stocks 
than for bonds. Even in bonds, the use of yield is restricted by such 
features as marketability, maturity, qualification as “legals,” 
tax position, redemption option, and conversion privilege. A secur- 
ity with a high degree of marketability usually sells at a higher price 
and yields a lower rate of return than a security with a lower degree 
of marketability. Inasmuch as a security with an earlier maturity 
is more liquid and less subject to future contingencies than a security 
with a later maturity, the former usually sells at a lower yield. 
Securities that are eligible for purchase by fiduciary investors 
(savings banks, trustees, and life insurance companies) enjoy an 
artificial market and for this reason sell at low yields. The income 
tax liability exemption enjoyed by some securities accounts for 
their higher price and lower yield. Inasmuch as the call price of 
a redeemable bond tends to set a ceiling to its market price, a call- 
able bond may sell at a higher yield than an equally good non- 
callable bond. In like mannen, a convertible bond may seU at a 
lower yield than other equally good non-convertible bonds of the 
same issuer. 

Marketability. Marketability in a security refers to the degree 
of readiness with which it may be converted into cash without 
sacrifice of value. Marketability, like safety, is a relative term. 
Securities are not classified as marketaWe or non-marketable but 
rather according to the degree of marketability. The degree of 
marketability may be measured by the ease with which a quotation 
can be secured on the security, by the spread between the bid and 
asked prices, and by the volume available. The greater the ease 
in obtaining the quotation, the narrower is the spread; the greater 
the volume available, the greater is the degree of marketability. 

The degree of marketability in a security is affected by such 
factors as popularity, listing, distribution, eligibility for purchase 
by fiduciary investors, seasoning, and tax-exempt privilege. Stocks 
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are popular in a period of prosperity just as bonds are popular 
in a period of depression. Popular interest in the securities in one 
field may be rising at the same time that interest in the securities 
in another field may be declining. A traditional phenomenon of a 
major upward movement in the market is the rotation in leadership 
from one group to another. After entering new high ground, one 
group often recedes on profit taking and at least temporarily be- 
comes inactive. Such switching of interest often arises from the 
fact that investors, statisticians, and traders who are watching 
the market often find groups which they believe are behind the 
market as a whole. For example, when the market advance in a 
recent year was largely in automotive, radio, and amusement stocks, 
traders were looking into chemical, copper, oil, airplane manu- 
facturing, ran, and rail equipment stocks in the search for laggards. 
A similar phenomenon, but in reverse, often marks a bear market. 
Sometimes, however, this practice results in xmprofitable buying 
or selling, as often there are good reasons why some groups fail to 
rise or fall as fast as the “averages.” 

Securities fisted on an exchange are generally considered more 
marketable- than those traded over-the-counter. A large issue is 
usually more widely held than a small issue. Secmities issued by 
strong companies generally have a high degree of marketability. 
Since financial institutions are collectively the largest buyers of 
securities, issues that are .eligible for purchase by them enjoy a 
very high degree of marketability. Securities that have been out- 
standing for some time and have established their market are re- 
garded as “seasoned” and enjoy greater price stability and hence 
marketability than new issues. The so-called “blue chips” of 
today were the speculative securities of obscure companies in earlier 
years. As they went through the process of achieving nationwide 
distribution and recognition and as the soundness of the companies 
was more generally recognized, the securities attained the status 
of “blue chips.” Securities enjoying income tax liability exemption 
have an especial appeal to wealthy investors and, as a result, have 
a high degree of marketability. 

An adequate degree of marketability is significant to all investors, 
since emergencies may arise that would require immediate liquida- 
tion of security holdings. Marketability, however, “costs money” 
in that the more marketable the security, the higher is the price 
and the lower is the yield. Thus it is not logical for an investor to 
purchase a hi^er degree of marketability than he needs. . 
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Tax position. Taxation of income and of capital gains has become 
a very important consideration to the investor. Investors are sub- 
ject to federal and, in some cases, state taxes on income. In addi- 
tion, estates are subject to taxation by both federal and state gov- 
ernments. A federal tax is levied on personal incomes and on the 
income from trusts and estates. The total federal income tax con- 
sists of a normal tax and a surtax. Both taxes are based upon the 
taxable net income but differ in respect to exemptions and rates. 

The taxable net income includes capital gains on such capital 
assets as stocks, bonds, and other securities held for investment or 
speculation, on land, or on any other property owned by the in- 
vestor, with certain exceptions. A distinction is made between a 
short-term capital gain and a long-term capital gain. This distinc- 
tion is important to the investor, since a short-term gain is subject 
to heavier taxation than a long-term gain. 

The income from certain federal government securities enjoy 
varying degrees of income tax exemption. They may be classed 
as those the interest on which is (a) fully tax-exempt, (b) exempt 
from the normal tax but subject to the surtax, and (c) subject to 
normal tax and surtax. The fact that some bonds are tax-exempt 
while others are fully taxable presents a problem for the investor. 
In considering the two types of bonds, the investor must give con- 
sideration to the greater yield required on a taxable bond to yield, 
after taxes, a return comparable to that on a tax-exempt bond; 
Assuming the purchase of both a tax-exempt bond and a taxable 
bond at or near par value to yield rates closely approximating their 
coupon rates, an investor with a taxable income of $2,000 who is 
subject to a combined normal and surtax rate of 23 per cent would 
require a yield of 2.6 per cent on a taxable bond in order to obtain 
a return equivalent of 2.0 per cent on a tax-exempt bond. To obtain 
the same return on a tax-exempt bond (2.0 per cent), an investor 
in the highest tax bracket (94 per cent combined normal and surtax 
with a taxable income over $200,000) would require a taxable bond 
yielding 33.33 per cent. 

Investors must also consider the federal and state estate taxes. 
The federal tax is upon the transfer of the property and applies 
even though the property itself is free from all taxation or is not 
subject to taxation by the federal government. It is payable on 
the net estate, which is the excess of the gross estate over certain 
allowable deductions specified in the law. A credit is allowed for 
estate and inheritance taxes paid to states, but this credit may not 
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exceed 80 per cent of the federal tax. The federal government also 
imposes a tax on gifts, whether in trust or otherwise, direct or 
indirect, and whether the property is real or personal, tangible or 
intangible. A transfer for an inadequate consideration is treated 
as a gift to the extent of the inadequacy. In addition, many states 
also impose an estate tax. 

Investment timing. Investment timing involves two factors : when 
to buy and at what price to buy. Investment values are affected by 
changing business conditions. Regardless of the inherent quality of 
a security, its purchase is not advisable at all times and at all prices. 
The swing of the business cycle through the successive stages of 
prosperity, liquidation, depression, and recovery is continuous and 
inevitable. Stock prices are influenced primarily by corporate 
earnings, rising as corporate earnings increase and declining as 
earnings fall. Obviously, the purchase of common stocks in the 
latter part of a period of prosperity is inviting the disaster that 
comes with liquidation and depression. 

Changes in the prices of high-grade bonds are influenced largely 
by the trend of interest rates. Bond prices decline as interest rates 
rise and rise as interest rates decline. A high-grade bond with a 
coupon rate of 4| per cent is worth par in a per cent market, more 
than par in a 4 per cent market, but less than par in a 5 per cent 
market. For this reason, for example, the puiljhase of a relatively 
short-term bond is more advisable than a long-term bond when 
interest rates are abnormally low. Such purchase is based upon 
the fact that (a) the closer a bond is to its maturity, the more stable 
is its price, and (b) the inevitable rise in interest rates will cause 
bond values to decline. The longer the maturity of a high-grade 
bond, the greater will be its relative decline in value. For example, 
a per cent bond is worth par in a per cent market. Should 
the market rate rise to 4 ^ per cent, however, the 31 per cent bond 
would decline in value. The extent of the decline in value is influ- 
enced by the maturity of the bond as evidenced by the following 
table, which indicates that the longer the bond has to run to ma- 
turity, the greater is the percentage decline in value: 


Maturity 

Value 

Percentage Decline 

10 years ^ 

92.02 

7.98% 

15 

89.18 

10,82 

20 ** 

86,90 

13,10 

30 

83.63 

16.37 
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Low-grade and speculative bonds normally tend to move in re- 
sponse to the business cycle. When investors are optimistically 
confident about the general business outlook, they tend to consider 
junior bonds as being nearly as safe as those that are fully secured 
by first mortgages on highly valuable properties. Under those 
conditions, prices of second-grade bonds are bid up until their yields 
are not much greater than those of the highest-grade bonds. On 
the other hand, when the prospects for business become discourag- 
ing, investors seek safety rather than income, and then the prices 
of the second-grade bonds fall below those of the highest-grade 
issues; and, as a result, the yields of the less-secured bonds become 
much larger than those of the well-secured bonds. When confidence 
was at its height in 1927, bond prices were high and yields were low. 
The combined yield of thirty highest-grade issues was 4.46 per cent 
while that of thirty second-grade issues was 5.32 per cent. At the 
bottom of the depression in 1932 both classes of bonds had suffered 
declines in price, but the decline in prices of the second-grade bonds 
was so much greater than those of the highest-grade bonds that 
their yields were over twice as great as those of the highest-grade 
bonds. 

Market quotations are influenced by three factors: (a) funda- 
mental conditions, (b) technical position, and (c) psychological 
considerations. Fundamental conditions include the state of busi- 
ness, earnings, dividends, financial positions, management, and 
money rates. The technical position of the market refers to the 
tendency for the market *to be either over-bought or over-sold. A 
protracted rise or fall in the market has a tendency of carrying 
too far with the consequent corrective movement. An over-bought 
market is the result of substantial buying which has carried prices 
higher than justified. It is technically weak and subject to a cor- 
rective movement. On the other hand, an over-sold market is the 
result of substantial selling which has carried prices lower than 
justified. It is technically strong and subject to a corrective move- 
ment. In the fall of 1936 the market was over-bought ; the corrective 
movement resulted in the market being over-sold, and by the winter 
of 1937 the market was again overrbought. Psychological consider- 
ations reflect the general feeling of confidence or the other extreme, 
apprehension. At one time technical position may dominate the 
market regardless of the fxmdamental state of affairs, while at 
another time psychological considerations may bear the greatest 
weight. 
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As there is a time to buy, so likewise is there a time to sell. Sales 
as well as purchases must be timed. Timing has been aptly de- 
scribed as:^ 

For eveiy investor, sound investment procedure requires a series of separate 
but related decisions in each of which “risks and rewards” must be weighed. Of 
these decisions, all investment experience proves that “when to buy” ranks equally 
in importance with “what to buy ” Similarly, the alert investor will recognize that 
there is no security which can be “bought and forgotten” and that successful 
investment requires keen judgment in timing sales as well as purchases. 

Investment program. Investors may be divided roughly into 
two classes: institutional and individual. The former consist of 
trustees, savings banks, commercial banks, life insurance com- 
panies, and fire and casualty insurance companies. They comprise 
the most important part of the investment market. Because of 
their fiduciary position, their investment policy is subject to state 
supervision, except in the instance of national commercial banks, 
which are subject to supervision by the federal government. The 
individual investor, on the other hand, is unrestricted by law and 
free to select any security he desires. 

As a general rule, however, the degree of success achieved in the 
investment of funds varies directly with the care exercised in the 
selection and supervision of the securities. The formulation of an 
investment program for any investor, institutional or individual, 
involves (a) the determination of the investor’s investment objective, 
(b) the selection of the securities in conformance with that objective, 
and (e) the supervision of the Jund. 

Institutional Investors 

Trustees. A trust fund is administered by a trustee appointed 
by the maker of the trust. The parties to a trust are the trustor 
or maker, who creates the trust, the trustee into whose hands the 
management of the trust is entrusted, and the beneficiary for whose 
benefit the trust is established. There are four essential elements 
of a valid trust of personal property: (a) a designated beneficiary, 
(b) a designated trustee who must not be the beneficiary, (c) a fund 
or other property sufficiently designated or identified to enable 
^ title thereto to pass to the trustee, and (d) the actual delivery of 
the fund or other property or of a legal assignment thereof to the 
trustee, with 'the intention of passing legal title thereto to him 
as trustee.^ The beneficiaries imder a trust fund may be classed as 

* MerriU, Lynch, Reree, Fenner & Beane, Security and Industry 'Survey, May, 1945. 

® Brown v. Spohr, 180 N- Y. 201 (1904). 
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life-tenant and remainderman. The life-tenant is entitled to the 
income from the trust during the life of the trust, and the remainder- 
man is entitled to the principal upon termination of the trust. A 
trust may be a voluntary (living) trust or a testamentary trust. 
The former becomes operative at any time; the latter is created by 
a will and comes into operation upon the death of the trustor. 

The trustee appointed under a deed of trust may be either a 
personal trustee or a corporate trustee. Although a personal trustee 
has a degree of personal interest in tte trust fund not generally 
found in a corporate trustee, the appointment of a personal trustee 
involves such limitations as limited financial responsibility and the 
contingency of death, absence, or incapacity. As a result of those 
disadvantages and the mcreasing complexity of security invest- 
ment, the trend in recent years has been toward the appointment 
of a corporate trustee. 

The investment policy of a trustee under a testamentary trust 
is guided by such provisions as the creator of the trust laid down 
in the documentary instructions. The instructions of the trustor 
must be followed, but in some cases they have handicapped the 
trultee in effective management of the fund. Such restrictions have 
taken many forms, such as limiting the investments to the bonds of 
a specific industry, or requiring the retention of certain securities 
which prudence would dictate selling, or omitting to give the trustee 
power to purchase certain securities which in his judgment would be 
appropriate in the light of current investment conditions. The 
sole recourse of the trustee is to the courts for relief.® 

In the absence of documentary instructions, the trustee is bound 
by the laws governing the investment of trust funds effective in the 
state of jurisdiction. Most states, including New York, provide 
that where the trustor does not specify the type of securities to be 
held, the trustee must invest in “legal” issues. The law of the state 
specifies the qualifications that a security must possess to be eligible 
for the investment of trust funds. A list of such “legal investments” 
is generally promulgated by a responsible state oflScial and is appli- 
cable to savings banks and trustees.^ The General Banking Law 


»The trustees of Leland Stanford University petitioned the SuperiOT Court of San 
Jose County, Cahfornia, in 1936, for leave to invest in common stocks ’^e there wm 
no specific prohibition against that type of security, the trustees felt that they im^t be 
excluded by the nature of the trust itself. Influenced perhaps by the ^pular belief in 
‘1936 that a hedge against inflation of commodity prices was desirable, the court granted 

See page 170 for qualifications of securities eligible for investment by savings banks. 
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of New York State (Section 35), for example, requires the Superin- 
tendent of Banking to compile and publish, not later than July 1 of 
each year, a list of state, municipal, railroad, gas, electric, and 
telephone obligationsVhich, if legally issued and properly executed, 
conform with the provisions of the law. 

In some instances, the trustee has discretionary powers which 
arise either from the deed of trust or by virtue of the absence of 
both documentary instructions and a state law governing the invest- 
ment of trust funds. Discretionary trusts are those which give to 
the trustee full discretion in the retention or sale of any securities 
received at the time the trust was created and in the subsequent 
purchase and sale of securities. The testamentary trust set up 
under the will of H. P. Whitney granted “absolute discretion, 
without regard to the restrictions placed by law.” On the other 
hand, in the absence of documentary instructions and a state law 
governing the investment of trust funds, the trustee may exercise 
broad discretionary power. In a discretionary trust or one giving 
rise to discretionary powers, the trustee is not restricted to “legal” 
investments; he is required nevertheless, in most states, to “con- 
duct himself faithfully and exercise a sound discretion.” This is 
known as the “American rule,” which was expressed by the court 
as follows: 

He is to observe how men of prudence, discretion and intelligence manage their 
own affairs, not in regard to speculation, but in regard to the permanent disposition 
of then funds, considering the probable income, as well as the probable safety of 
the capital to be invested.® 

The trustee is financially as well as morally obligated to fulfill 
his trust. He is personafiy responsible for his acts and may be 
surcharged for any losses ia the trust fund arising from carelessness 
or fraud. His liability extends to losses to the trust fund incurred 
by either investing in securities other than those authorized by 
the deed of trust or, in the absence of instructions, in securities 
other than those authorized by law. The trustee cannot even follow 
the “legal list” blindly. If a secmity is included in the list in error 
or if the status of the security changes, the trustee cannot set up 
the defense that the security was on the legal list. The list is merely 
suggestive and is provided as a courtesy. The law in New York 
State, for example, specifically provides that “the superintendent 

® Harvard College v. Armory, 9 Pickering 446 (1830). States which, in the past few 
years, have adopted this rule, variously known as the Massachusetts or “prudent man” ' 
or “American” rule, include California, Delaware, Connecticut, Minnesota, Maine, and 
Texas. 
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shall be in no way liable for the omission from or inclusion in such 
list of the name of any state or municipality or of any bond or 
obhgation.” The trustee, however, is liable if the law is not strictly 
complied with, regardless of the acts of a stat*e official in compiling 
such a list. 

The investment problem of a trustee is complicated by the fact 
that he must give consideration to the interests of the trustor who 
created the trust, the life-tenant who is entitled to the income from 
the trust and the remainderman who will receive the corpus of the 
trust at the expiration of the trust. These interests frequently 
conflict. The life-tenant usually desires as high a rate of return as 
might reasonably be expected, whereas the remainderman wishes 
the original principal kept as nearly intact as possible. The trustee 
is faced with the problem of following a middle course, concen- 
trating neither on the highest-grade issues with low yield to the 
detriment of the life-tenant nor on the low-grade issues with high 
yield to the disfavor of the remainderman. In general, the objective 
of the trustee is preservation, not accumulation. 

Two special types of trust which have become increasingly popular 
are*the life insurance trust and the common trust. The life insurance 
trust is one under which the proceeds of life iusurance pohcies 
form the corpus of the trust which is entrusted to a trust company 
as trustee for the benefit of the beneficiary under the policies. A 
common trust is one in which several small trusts, which suffer 
the handicap of relatively high costs of admi ni stration and inade- 
quate diversification, are combined under the law of the state for 
the purpose of attaining economy and efficiency in administration. 
Common trusts have been authorized in Alabama, Illinois, Indiana, 
Kentucky, Louisiana, Massachusetts, Michigan, Minnesota, New 
York, Ohio, Pennsylvania, South Dakota, Tennessee, and Wis- 
consin. In New York State the maximum participation of any one 
fund is restricted to $50,000, and funds may not participate in a 
common trust if any assets in the trust are illegal for the fund to 
hold, nor may the common trust invest in securities not eligible 
for purchase by savings banks.® 

Savings banks. Savings banks have been established to safe- 

' The Marine Midland Trust Company of New York established a common trust 
fund in the state of New York m 1944 under a trust indenture which was discretionary in 
nature. The trustees were permitted to exercise the mvestment powers engaged by the 
fiduciaries under the prudent man rule. The initial mvestment® of the Midland Discre- 
tionary Common Trust Fund were to be 40 per cent in bonds, 30 per cent in preferred 
stocks, and 30 per cent in common stocks. 
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guard the savings of people of limited means. The state laws under 
which mutual savings banks operate generally specify a limit to 
the total deposit which these banks may accept for an individual 
savings account. New York State, for example, sets the limit at 
$7,500. This limitation is designed to assure that only truly savings 
accounts will be received and to safeguard the banks against a 
sudden sharp contraction of deposits.’ • . 

The deposits in a savings bank are time deposits ; that is, deposi- 
tors may withdraw deposits only by giving the bank advance notice, 
which ranges from 30 to 90 days in the various states. For this 
reason, savings banks invest in long-term obligations of limited 
marketability which are adequately safe and which yield a higher 
rate of return than is normally obtained from short-term hquid 
obligations. Savings banks are permitted by law to invest only in 
“legal investments.” The specific qualifications which a security 
must meet to be classed as a “legal investment” differ in the various 
states, but the common attribute sought in the securities is safety 
of principal. New York State is considered to have the highest 
standards .of eligibility and has more or less set the pattern for 
other states. In New York State the legal hst consists of United 
States Government obligations; state and municipal bonds; bonds 
and mortgages on real estate; New York State and Federal Land 
bank bonds; Federal Home Loan bank bonds; Housing Authority 
bonds; railroad, electric, and gas company, telephone company, 
and industrial company bonds; and bankers’ acceptances. 

Savings banks may invest in the obligations of the United States 
Government for which the faith of the government is pledged to 
provide for the payment of principal and interest. Obligations 
of New York State which have been legally issued are eligible. 
Obligations of other states are eligible provided the state has not 
been in default in its bonds since 1878. Bonds of the state of 
Arkansas, for example, were removed from the “legal list” on 
December 1, 1933, after the state had defaulted on its obligations. 

The direct obligations of mxmicipalities in New York State are 
eligible. Obligations of municipalities in adjoining states are eligible 
provided the municipality (a) has a minimmn population of 10,000; - 
•(b) had no default for more than 120 days ha the payment of either 
interest or principal within the past 25 years; and (c) has a debt 

’ This restriction may be circumvented to some extent by mdividuals wbo establish 
aocomits either m the same bank m the name of different members of the family or in 
different banks in their own name. 
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ratio not in excess of 12 per cent. Obligations of municipalities 
in other states are eligible provided the municipality (a) has a 
minimum population of 30,000; (b) has been incorporated for at least 
25 years; (c) has had no default for more than 120 days in the pay- 
ment of either interest or principal within the last 25 years; and 
(d) has a debt ratio not in excess of 12 per cent. Municipalities 
with a population of less than 45,000 must not have a tax limit. 
Those with a population of at least 250,000, assessed valuation of 
at least $200,000,000, and no tax limit are not subject to the debt- 
ratio restriction. Bonds issued after December 31, 1938, by a 
municipahty must not be subject to any tax-limit legislation which 
does not exclude debt service. 

Railroad mortgage bonds including equipment trust obligations, 
direct or assumed, of certain domestic railroads are eligible provided 
the company (a) has at least 500 miles of line; (b) has had revenues 
of at least $10,000,000 each year for at least five out of the last six 
years ; (c) has earned fixed charges at least 1| times in the previous 
year and in five out of the last six years; (d) has paid cash dividends 
equal to one quarter of the fixed charges or, if no dividends were 
paid, earned fixed charges at least 1| times in the previous year and 
in nine of the last ten years; and (e) has had no default in the past 
six years. Debenture bonds are eligible provided the company has 
(a) earned fixed charges at least twice in the previous year and in 
five out of six previous years, and (b) a net income of $10,000,000 
after all charges have been deducted. Collateral trust bonds are 
ehgible provided they (a) are secured by bonds which are legal 
investments, (b) have a maturity of the collateral not earlier than 
the maturity of the collateral trust bond, and (c) have a total face 
amount greater than that of the collateral. 

Mortgage bonds of certain domestic electric and gas companies 
are eligible provided the company has (a) annual operating revenue 
of at least $1,000,000, (b) earned fixed charges at least twice in the 
previous year and on an average basis for the last five years, and 
(c) a balance available for dividends of at least 4 per cent on two 
thirds of the funded debt. Those bonds must be part of a minimum 
issue of $1,000,000 and represent a jfirst or refimding mortgage 
not exceeding 60 per cent of the value of the physical property 
pledged. 

Mortgage bonds of certain domestic telephone companies are 
ehgible provided the company (a) has annual operating revenues 
of at least $5,000,000; (b) has earned fixed charges at least twice 
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in the previous year and on an average basis for the five previous 
years; and (c) has a balance available for at least 4 per cent on the 
outstanding stock. The bonds must be part of a minimum issue 
of $5,000,000 and represent a first or refunding mortgage not ex- 
ceeding 60 per cent of the value of the physical property pledged. 

Industrial bonds became eligible for the first time in 1938 as 
the result of an amendment to the law. Twenty savings banks, 
or a savings bank trust company all of whose stock is owned by 
at least twenty savings banks, may recommend to the State Banking 
Board the admission to the list of a specific industrial bond.® The 
bond may be declared eligible by a two-thirds vote of the Board. 
Any authorization may be revoked, however, by a majority vote. 
In 1945 some thirty industrial bonds were eligible by authorization 
of the New York State Banking Board. 

Bonds and mortgages on unencumbered real estate situated 
in New York State are eligible provided the mortgage does not 
exceed 60 per cent of appraised Value on nbn-residential property 
and 66|- per cent on residential property, with the exception of 
bonds and mortgages insured by the Federal Housing Adminis- 
tration. Savings banks are also permitted to invest in housing 
corporations formed to undertake multi-family projects. Under 
regulations prescribed by the State Banking Board in 1945 (a) every 
project must be a multi-family rental housing project designed to 
accommodate not less than 250 families at an average rental of 
not more than $25 a room a month; (b) at least three savings banks 
must participate in every undertaking; (c) no one savings bank 
can finance more than 40 per cent of the total cost of any one project; 
(d) no savings bank can invest an amount greater than 1 per cent 
of its assets or 10 per cent of its surplus in any one project; (e) sav- 
ings banks must amortize their investment at the rate of at least 
2| per cent a year; (f) no housing corporation can undertake more 
than one housing project; and (g) housing projects can be under- 
taken by savings banks only in real property owned in fee. 

No stocks of any kind, either preferred or common, nor foreign 
securities of any description niay qualify as legal investments for 
savings banks in New York State. 

The list of eligible securities is changed from time to time. Securi- 
ties which are not on the list but which have become eligible are 
added to the list and other securities which are on the list but which 

^ ® The Banking Law of ISFew York State provides for a Banking Board consisting of 
nine members and a Superintendent, who is chairman and executive head, 
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because of changes in the condition of the issuer are no longer eligible 
are removed from the list.® Banks holding a security that is re- 
moved from the list are restrained from further purchases of the 
security and are given a reasonable time in which to dispose of 
current holdings of the security. 

The New York law is regarded by many as the most modern 
of the savings bank investment statutes; nevertheless, experience 
has demonstrated that changing conditions affect investment values. 
The evolution of the legal list has involved a widening of the selec- 
tion of ehgible securities and a continuous revision of the required 
qualifications. During the period 1863-1893 eligible investments 
were limited to securities of the United States, New York State 
and other states, and New York State municipalities, and to bonds 
and mortgages on improved New York real estate. Issues of a few 
specifically named cities outside of New York State were added to 
the list in 1893. Specifically named railroad bonds first became 
legal in 1898. The practice of naming the particular municipal or 
railroad bond ceased in 1905 and a general law was passed author- 
izing investment in the bonds of all cities and railroads which com- 
plied with the specific requirements set forth in the law. Public 
utility bonds and railroad equipment issues became eligible in 1928. 
In 1938 eligibility was given for the first time to securities of any 
sort approved by the Banking Board. Under this provision certaiu 
public utility and industrial debentures have since been legaUzed 
by action of the Board. At various times certain obligations of tax 
districts, authorities, land banks, mortgage banks. Federal Housing 
Administration as weU as bankers’ acceptances and certain real 
estate bonds have been made eligible by special acts. 

The qualifications for eligibility have also been the subject of 
revision. The municipal subdivision was rewritten in 1928 and the 
railroad subdivision in 1929, both revisions involving a radical 
change in the fimdamental principles governing the selection of 
eligible securities.^ To prevent decimation of the list in 1931, the 
criteria applicable to eligible railroad investments had to be sus- 
pended. Again in 1938 the less favorable conditions under which 
the railroads were operating made it necessary to reduce the require- 
ments applicable to new investments in railroad bonds. 

The Banking Law of New York State requires the Superintendent 
of Banks to mail to each savings bank annually a fist of the securities 

® Eligible securities that have been called for redemption or that have matured are 
removed from the list as a matter of course. 
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which, in his judgment, if legally issued and properly executed, 
conform to the legal requirements for savings bank investment. 
The fact that a security appears on the list, however, does not 
indicate that the Banking Department considers it a proper invest- 
ment, under all circumstances, for the funds of any individual 
savings bank. The purchase of any particular security on the list 
is a matter for each bank to determine. It is the intention of the 
law to give only a list of bonds which are legal at the time the Super- 
intendent of Banks makes his investigation. The Superintendent 
is in no way liable for the omission from or inclusion in the list of ‘ 
the name of any state or municipality or of any bond or obligation. 
The trustees of a savings bank are not relieved of the duty of making 
a careful investigation on their own part into the legality of the 
issues which appear on the list. 

Commercial banks. Commercial banks, in contrast to savings 
banks, receive both time and demand deposits. Demand deposits 
represent approximately 75 per cent of the total deposits of com- 
mercial banks. The large demand deposits held by commercial 
banks makes it necessary for the banks to maintain a higher degree 
of liquidity of assets than saving banks. 

The investments of commercial banks are subject to regulation 
by the Comptroller of the Currency in the instance of banks which 
are members of the Federal Reserve System or by the state authority 
in the instance of state banks which are not members of the Federal 
Reserve System. In general, commercial bank investments are 
restricted to bonds and to a maximum of 10 per cent of capital and 
imimpaired surplus in the securities of any' one issuer. The regula- 
tions of the Comptroller of the Currency require that bonds pur- 
chased by member banks must be marketable according to the 
following definition : 

Under ordinary circumstancea, the term “marketable” means that the security 
in question has such a market as to render sales at intrinsic values readily available. 

The minimum requirements for marketability are: (a) the issue is 
sufficiently large to make marketability possible; (b) public distri- 
bution of the security either has been provided for or made in a 
manner to protect or insure marketability, or other existing securi- 
ties of the issuer have such a public distribution as to protect or 
insure the marketability of the issue under consideration; and 
(c) the security is registered under the Securities Act of 1933, unless 
exempt. If the security is issued under a trust agreement, the 
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agreement must provide for a bank or trust company as trustee 
who is independent of the obligor. 

A joint statement of agreement of revision of the procedure in 
bank examinations has been issued by the Secretary of the Treasury, 
the Board of Governors of the Federal Reserve System, the Directors 
of the Federal Deposit Insurance Corporation, and the Comptroller 
of the Currency. The section relating to the appraisal of bonds 
provides for four divisions. Group I, consisting of marketable ob- 
ligations in which the investment characteristics are not distinctly 
or predominantly speculative, includes securities of the four highest 
grades and unrated securities of equivalent value, which are valued 
at cost less amortization, if any. Appreciation or depreciation in 
market value is disregarded. Group II, comprising securities in 
which the investment characteristics are distinctly or predominantly 
speculative, includes securities below the four highest grades and 
imrated securities of equivalent value, which are valued at the 
average market price for the eighteen months just preceding the 
examination. Group III consists of securities in default which are 
valued at the lower of cost or market. Group IV consists of stocks, 
valued at the lower of market or cost. 

The investments of state banks that are not members of the Fed- 
eral Reserve System are super%dsed by the state of incorporation. 

Life inswance companies. Life insurance companies underwrite 
risks for which they are paid premiixms. They must set up reserves 
over an extended period to meet death claims, endowment maturi- 
ties, or annuities. Since their liabilities are essentially long-term, 
in general they have followed an investment policy of selecting 
long-term issues. A high degree of noarketability in a security is 
not especially necessary because of the steady receipt of cash by the 
company in the form of premium payments and investment income. 
In addition, the well-spaced arrangement of maturities of invest- 
ments provide adequate cash holdings at all times. Changes in the 
purchasing power of the dollar do not affect the payment of claims, 
since the contracts are for a definite number of dollars. 

Gross premiums on life insurance policies are determined by an 
assumed rate of return on the investment of funds, the mortality 
table, and the expenses of operation. The usual assumed rate of 
return on investments has been 3 per cent. The steady decline in 
interest rates on prime investments in recent years, however, has 
led malny of the insurance companies to adopt a lower interest basis 
to insure maintenance of ample margins of safety behind the com- 
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pany’s policies. The Metropolitan Life Insurance Company and 
the Prudential Insurance Company of America have reduced the 
interest basis to 2| per cent, while the New York Life Insurance 
Company has adopted a 2| per cent interest basis.!** 

The fact that Hfe insurance is intimately connected with the lives 
and savings of individuals has made the investments of the com- 
panies subject to regulation by the states. The investments of life 
insurance companies in New York, for example, are limited to: 

a. Government obligations, federal, state, and municipal. 

b. Collateral trust bonds on which the fixed charges have been earned at least 
one and a quarter times during each of any three years, including the last two years, 
of the last five years, 

c. Debenture bonds on which the fixed charges have been earned at least times 
during the last five years, includmg the last year. 

d. Adjustment, income, or other contingent interest obligations, provided the 
average annual fixed charges and average annual maximum contingent interest has 
been earned at least 1 J times during the last five years, including the last two years. 

e. Preferred or guaranteed stocks on which the aggregate fixed charges, contin- 
gent mterest, and preferred stock dividend requirement has been earned at least 
1| times during the last five years, including the last two years; such investments 
are limited to 10 per cent of the stock of the issuer and to 2 per cent of the admitted 
assets of the insurance company. 

f. Trustees’ or receivers’ obligations. 

g. Railroad equipment trust obligations. 

h. Bank acceptances and bills of exchange eligible for purchase in the open 
market by Federal Reserve banks. 

i. First mortgage bonds on improved unencumbered real property located in 
the United States not exceeding two thirds of the value of the property. Mortgage 
loans may exceed two thirds of the value of the property if guaranteed under the 
'^Servicemen’s Readjustment Act of 1944.” Mortgage loans on any one property 
are limited to $25,000 or 2 per cent of total admitted assets, wluchever is greater* 
total mortgage loans may not exceed 40 per cent of total admitted assets. 

j. Purchase money mortgages. 

k. Bonds guaranteed or insured by the Federal Housing Administration under 
the "National Housing Act.” 

l. Real estate. 

m. Canadian government bonds up to 10 per cent of total admitted assets. 

n. Other foreign bonds up to 1^ times the company’s reserves. 

o. Stock or debentures of any housing company organized under the public 
housing law of the state. 

p. Stock of a Federal Home Loan bank. 

The changes in the diversification of investments by life insurance 
companies is evidenced by the following investments of forty-nine 
United States legal reserve companies as reported by the Association 
of Life Insurance Presidents: 

According to the Mortgage Bankers Association of Aonerica, the fifteen largest life 
insurance companies obtained a return of 4.4 per cent from morigages against 2.9 per cent 
Irom bonds in 1943. 
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1980 

1985 

1940 

1945 

Mortgages: . 


40 5 

23 2 

18 9 

141 

Farm \ . 


10 9 

46 

28 

16 

Others 


29 6 

18 6 

16 1 

12 5 

Government bonds: .... 


77 

20 5 

27 7 

. 51 1 

United States Government 


18 

12 7 

19 4 

46.9 

State, county, municipal . . 


34 

55 

6.3 

14 

Canadian . . ... 


23 

22 

20 

28 

Other foreign government . . 


2 

1 



Bonds and stocks 


29 9 

27 2 

318 

24 9 

Railroad 


17 1 

13 4 

10 6 

71 

^ Public utility 


97 

101 

14 9 

12 2 

Others 


31 

37 

63 

56 

Total bonds and stocks . . . 


37 6 

47 7 

59 5 

76.0 

Policy loan and premium notes . 


14.5 

14 9 

9.7 

4.2 

Peal estate .... 


24 

8.2 

6.5 

18 

Collateral loans 


1 




Cash . . 


7 

36 

3.3 

15 

Other admitted assets .... 


42 

24 

21 

24 



100 0% 

100 0% 

100 0% 

100.0% 


During the period 1930-1945 life insurance companies decreased 
their investments in mortgages and in railroad bonds and stocks 
and increased their investments in government bonds, principally 
United States Government bonds, and in public utility and other 
bonds and stocks. 

Fire and casualty insurance companies. Fire and casualty insur- 
ance companies, like life insurance companies, underwrite risks, 
for which they are paid premiums. They differ from life insurance 
companies, however, in four respects; (a) the policies are for short 
periods (generally one and seldom more than five years) and for 
losses which may not materialize; (b) their liability terminates 
at the expiration of the poHcy and the reserve which has accumu- 
lated belongs to them; (c) they are subject to sudden, large claims; 
and (d) they depend upon investment income to cover underwriting 
losses and dividend distribution.^^ The investment policy of the 
fire and casualty insurance companies is influenced by those factors. 
The short-term obligations which they may be called upon to meet 
make Mquidity most important and necessitate investment chiefly 
in securities of high marketability. On the other hand, the need 
for adequate investment income makes yield and appreciation 
essential. 

Fire and casualty insurance companies are almost unrestricted 
by law in the selection of securities. The limited legal restrictions 

Life insurance companies are usually mutual, whereas fire and casualty companies 
are generally stock organizations. 
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in New York State apply to investments constituting minimum 
capital requirements, which axe restricted to United States Govern- 
ment, state, and local municipal obligations and to reserve invest- 
ments which must equal in value 50 per cent of the combined un- 
earned premium and loss reserves and must be invested in securities 
eligible for purchase by life insurance companies. Beyond those 
limitations, the law in New York State permits them to purchase 
any income-producing securities. 

Individual Investor 

Introduction. Institutional investors are strictly regulated by 
law in most states, and their purchases of securities restricted to 
obligations defined as “legal investments.” While those “legals” 
vary from state to state, as a class they include only those types 
of securities in which greater emphasis is placed upon safety of 
principal than upon adequacy of income. The individual investor, 
on the other hand, faces an entirely different situation. He is im- 
restricted by law and free to select any security he desires. He 
may confine his investments to “legals” in the belief that he is 
achieving safety of his principal, but he does so at the expense of 
income. The artificial market enjoyed by “legals” makes them 
extremely high in price and low in yield. They provide a higher 
degree of safety than is needed by most individual investors and 
at a disproportionate cost. 

The freedom of the individual investor from legal restriction 
is at once a privilege and a responsibility. The problem of invest- 
ment would be considerably simplified if the investor could follow 
a model portfolio selected by competent authority for the “ average ” 
investor. The “average” investor, however, is entirely mythical. 
Every investor has an individual problem. 

Investment objective. In managing their pqrtfolios, some in- 
vestors are seeking primarily appreciation in value, others stress 
income, still others emphasize safety of principal. The individual 
investor must give consideration to the foUpwing factors in deter- 
mining his investment objective: (a) his financial position, which 
‘involves such factors as his age, number of dependents, life insurance 
emied, cash reserve, and current and prospective non-investment 
income; (b) the degree of risk which he can justifiably assume; and 
(o) the income required from the investment of his funds. No 
investor should contemplate the purchase of bonds or stocks unless 
and until he has established a basic portfolio consisting of adequate 
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life insurance, a sufficient- savings bank deposit and some United 
States Savmgs bonds. Life insurance is vitally necessary for the 
investor who has dependents and whose income consists primarily 
of earnings. Life insurance companies offer many types of insurance 
policies, but the two most common forms are the straight life and 
the endowment. The basic purpose of the former is to provide 
protection and the latter to combine saving with protection. If the 
former is placed with a mutual company and the “dividends” 
allowed to accumulate with the company, the straight life policy 
assumes the nature of an endowment. In either case the investor 
has created an estate which increases in value each year and against 
which he may borrow at any time. A backlog of savings and Gov- 
ernment bonds is needed to provide for emergencies. 

If the investment of funds were simply a matter of selecting 
securities which provide an income, it would be a relatively simple 
task. What makes it difficult, however, is the necessity of obtaining 
not merely an income but an income sufficient to compensate for 
risks. To do this, income and risks must be weighed critically, 
one against the other, in the scales of personal circumstances and 
requirements. An investment program appropriate for a retired 
man of advanced years should differ radically from that for a young 
man engaged in business. A portfolio composed largely of high- 
quality bonds may be entirely suitable for the former but wholly 
unsuitable for the latter. The one is constrained to place major 
emphasis on capital conservation, while the other can prudently 
shoulder risks in order to avail himself of possibilities for capital 
accumulation. The prudent man, in the investment of his savings 
as in his general mode of living, must act his age; that is, his age 
determines what he eats, what he does, and what securities he 
purchases. Moderation in manner of life and in investing becomes 
increasingly necessary as he advances in years. An elderly man of 
limited means in investing his funds is constrained to exercise con- 
servatism and to minimize risks, on the one hand, and to stress 
safety of principal and stability of income on the other. Health 
and life expectancy are important factors in the formulation of an 
investment program for the man of mature years. He must also 
base his program on the number of years he is likely to remain 
gainfully employed. The longer he can count on his salary, the less 
he need depend on his securities and, consequently, the broader will 
be his scope for assunaing investment risks. The older he becomes ■ 
the greater conservatism he must exercise and the more he must 
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switch his objective to the provision for dependents. A young man 
with ample physical resources, on the other hand, can prudently 
shoulder great risks to avail himself of the possibilities for capital 
gain. 

An investment portfolio must be composed in the light of the 
income required from it. Though high-grade bonds provide a high 
degree of safety, the yield from them is relatively low. On the other 
hand, carefully selected stocks involve a greater degree of risk but 
provide a larger return. In many cases, however, investors reach 
to speculative securities for income which they do not appear to 
require and in so doing assume risks that apparently ill become them. 
The foremost problem in investment is that of apportioning funds 
properly among securities of different types. Before selecting spe- 
cific securities for his portfolio, the investor must determine the 
relative percentages of his funds which should be prudently allocated 
to high-quality fixed-income securities on the one hand and to 
lesser-quality bonds and preferred stocks, as well as to common 
stocks, on the other. This calls for the establishment of an invest- 
ment program, definite in objective but flexible m content. Any 
arbitrary fixed percentage distribution between bonds and stocks 
would ignore both, the peculiar problem of the investor and con- 
stantly changing market conditions. At one time it may be wise 
for the investor to restrict his holdings of bonds and of preferred 
stocks; at another time prudence may dictate the advisability 
of placing the funds primarily in good-quality bonds and other 
fixed-income secmities. Not until the proper apportionment be- 
tween bonds and stocks has been plaimed is it practicable to select 
specific mdividual issues. 

Selection of securities. It is easy enough ordinarily to select 
speculative securities affording liberal income and possessing possi- 
bilities for eventual enhancement in value. The difiSiculty, however, 
is in reconciling these two factors with the risks which they normally 
entail and the individual investor’s ability to shoulder such risks. 

Analysis should precede the selection of the security and should 
involve consideration of the industry, the company, and the security. 
Industries go through a life cycle which may be divided roughly 
into experimentation, expansion, and saturation. The saturation 
stage is sometimes followed by a decline. While in the experimenta- 
tion stage, an industry uspally esperiences severe competition, low 
earnings, failures, and the elimination of the weaker companies. 
Investors who buy into companies at this stage may be getting 
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in “on the ground floor” of a subsequently successful enterprise 
or may be doomed to loss of their investment in an unsuccessful 
venture. All industries which may enter the stage of experimenta- 
tion do not necessarily survive and expand. Many of them are 
unable to make a market for their products and they disappear. 
The investor who may have been fortunate in the selection of the 
industry must be patient, however, for a return on his investment, 
shice newly established companies must of necessity conserve ini- 
tial earnings ia an attempt to build up strong financial resources. 

An industry that has passed successfully through the period of 
experimentation usually enters the period of expansion. The rate 
of expansion, however, depends largely upon the character of and the 
demand for the product. After enjoymg a period of expansion, an 
industry iuevitably reaches the saturation stage, at which the rate 
of growth decreases. With the slowing down ia the rate of increase, 
the securities assume the characteristic of stability of earnings in 
contrast to the previous growth in earnings. Obviously, an industry 
entering the period of decline presents no attraction to the investor. 
On the other hand, an industry in the expansion stage merits the 
attention of the investor. 

An attractive investment situation is rarely found in an industry 
that is not prosperous as a whole or that is declining. Selection 
of the industry should be based upon two considerations : (a) What 
are the probable economic conditions ahead, and (b) will the indus- 
try under consideration prosper, hold its own, or fall behind? If the 
investor believes that a period of industrial decline is approaching, 
his selection should be restricted to an industry which either pro- 
duces products or services considered to be a necessity or whose 
raw materials and general overhead costs are flexible enough to 
permit maintenance of adequate profit margins in the face of de- 
clining selling prices for the products. Under those conditions, 
he would prefer the food industry, certain types of public utilities, 
or other si m i l arly situated industries rather than heavy equipment 
manufacturers, railroad equipment, or the budding-supply industry. 
If, on the other hand, he contemplates the beginning of an upward 
movement in the broad economic cycle, his initial selection would 
include railroad equipment, steel, non-ferrous metals, machinery, 
electrical equipment, and similar capital goods industries. Later 
in the cycle his selection might include railroads, automobiles, 
household equipment, building supplies, and retail trade. 

Having selected the industry, the attention of the investor is 
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directed next to the selection of a company in the industry. Analysis 
of the companies in order to choose the most promising company 
involves consideration of growth prospects, management, balance 
sheet, earnings, and dividend record. The importance of the growth 
factor lies in the fact that when a company ceases to grow it rarely 
remains stationary; it usually declines with consequent decline in 
the market value of its securities and the owners’ invested capital. 
Efficient management is essential to the successful operation of any 
company since upon it depends growth, ability to withstand ad- 
versity, and the realization of income to the investor. Analysis 
of the balance sheet reveals both the solvency and the stability 
of the company as evidenced by its working capital and its fixed 
capital. The comparative earnings statement discloses growth, 
the ability of the management to cope with economic conditions 
as they may arise and what the investor may expect in the way 
of future income and accrued value to his investment. Though 
the dividend record is historical evidence of the company’s ability 
or inability to earn an income on its invested capital, analysis of 
it reveals to the investor an approximation of what return he may 
expect on his capital. 

Analysis of the securities of the company finally selected must 
of necessity include careful consideration of the nature and strength 
of the claim against the earnings and assets which each security 
enjoys as evidenced by the terms of the bond indenture or the stock 
provisions, financial strength of the company, and the earnings 
record. 

Supervision. Proper supervision of a fund involves adequate 
diversification, continuous review, and proper safeguarding. No 
matter how carefully securities may be selected, the investor never- 
theless assumes risk m each investment. For this reason the funds 
must be diversified. They may be diversified among bonds and 
stocks, public and private corporate issues, securities of railroads, 
public utilities, industries, banks, and insurance compaiues. Funds 
invested in industrial companies may be diversified among com- 
panies in various fields and in various parts of the country. Bonds 
may also be diversified according to maturity dates. 

Diversification seeks to increase the degree of safety in the fund 
by decreasing the amount of risk incurred in each security.^* It 

“ Institational investors are usnally required by law to diversify their investments. 
^ New York State, savmgs banks may not invest more than 65 per cent of total assets 
in real estate mortgages (exclusive of Federal Housing Administration insured mort- 
gages); 25, per cent in railroad securities; 10 per cent in electric and gas bonds; 10 per 
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is a realistic recognition of the fallibility of human judgment and 
of the uncertainties underlying the selection of securities. Occa- 
sional losses must inevitably occur, but diversification tends to 
limit the full force of any single miscalculation to only part of the 
investment fund. Diversification of funds among several securities 
is not an attempt to eliminate risk but rather to spread the risk. 

A portfolio may consist exclusively of the most promising securi- 
ties in their own particular classifi-cations and yet be entirely un- 
suited for the owner if the funds are allocated unwisely among the 
various types of securities. In fact, many portfolios are unsuitable 
for this very reason. Experience has shown that investors fre- 
quently go to one extreme or the other by either over-diversifying 
or under-diversifying their risks. Some investors act on the erro- 
neous belief that the larger the number of securities the greater is 
the degree of diversification and safety. They overlook the prac- 
tical handicap that the portfolio may contain more securities than 
they can properly supervise. One portfolio recently submitted 
had an aggregate value of $45,264 and contained forty-three securi- 
ties with an average investment of approximately $1,050. Individual 
commitments ranged from $120 to $4,486 ; fifteen holdings accounted 
for 72.5 per cent of the entire fund, and the remaining 27.5 per cent 
was scattered over twenty-eight securities. In another fund of 
$180,620, which contained fifty securities representiag an average 
investment of $3,612, corporate securities alone ranged from eight 
shares of one common stock with a total market value of $94 to 
fidty shares of another common stock having a value of $8,000. 
The investment in corporate securities amounted to $51,227, or 
62.8 per cent, and were in sixteen issues. The rest of the fund, 
37.2 per cent, was spread over as many as thirty issues. Obviously 
those lists did not afford the risk diversification that length is 
commonly supposed to supply. Other investors under-diversify, not 
so much by investing in too few securities but by failing to allocate 
the funds judiciously among the individual issues and industries. 
Many investors are inclined to show undue preference for securities 
of corporations that operate in the section of the country in which 

cent in telephone bonds Life insurance conapanies may not invest more than 40 per 
cent of total assets in real estate mortgages (exclusive of Federal Housing Administra- 
tion insured mortgages) nor more than 10 per cent m Canadian government obhgations. 
Fire and casualty insurance companies must comply with the lequirements for life m- 
surance companies as to eligible investments to the extent of 50 per cent of the unearned 
premium reserve and reserves for estimated losses. Common trusts may not invest more 
than 10 per cent of total assets in any single enterprises other than United States Govern- 
ment securities. 
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the investors reside. In so doing they run the risk involved in 
restricting their portfolio’s diversification on a geographical basis. 
The measurement of the diversification afforded by a fund is not 
the number of securities owned but the proportions in which they 
are held. A fund containing fifty or more securities may be not 
nearly so well diversified as another containing no more than ten 
securities. The appropriate number of securities depends upon 
the number of eligible securities available, the size of the invest- 
ment fund, and the number of issues the investor can reasonably 
supervise. 

However well chosen the portfolio may be, it must be continually! 
reviewed in the light of changing conditions both in the securities 
market and in the requirements of the investor. Cyclical change 
threatens the investor through periodic general decline in corporate 
income and asset protection, through variation in his income from 
the securities, and through change in the market valuation of his 
securities. In a balanced investment program bonds are relied 
upon for protection against periods when stock prices and dividends 
decline, while stocks are designed to provide an appreciation in 
price and increase in dividends during an inflationary period. It is 
difficult, however, to achieve perfect and permanent balance. Cir- 
cumstances are continually arising to change investment values 
collectively and separately. 

Diversification tends to minimize the losses which may be incurred 
because of those changes, but the sale and exchange of securities 
that face unpromising prospects are even more effective as a guard 
against depreciation. In view of changing business conditions and 
the corresponding changes in investment values, adjustment of the 
portfolio becomes mandatory. The adjustment does not involve 
a complete change from bonds to stocks or from stocks to bonds, 
but rather a shift in the emphasis given to high-quality fixed-income 
securities on the one hand and to lesser-quality bonds, preferred 
stocks, and common stocks on the other. Inasmuch as the primary 
reason for the assumption of risk is to obtain ■income, adjustment 
of the portfolio to changes in the purchasing power of the dollar 
is essential. Contrary to an altogether too common concept, im- 
provement of an investment portfolio does not consist solely of 
adc^g to the securities contained in it. Quite frequently improve- 
ment can be effected not by changing the securities but s imp ly 
by allocating funds differently among the various bonds and stocks. 
In other cases it is necessary to weed out many issues. The switching 
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of securities, like diversification, may be overdone anci carried to 
the point where it becomes a trading account. A switching of 
securities is justified only when it results in improvement in the 
fund. 

The securities in the fund should also be properly safeguarded, 
not only as to place but as to condition as well. The advantage 
of depositing therii in a protected place, such as a safe-deposit 
box in a bank, is obvious. Stocks should be transferred to the 
name of the owner upon purchase; bonds bought for long-term 
holding should be registered in full or at least as to principal. 

Review Questions 

1. Name the factors involved in the selection of securities. 

2. Distinguish between relative and absolute safety. 

3. Discuss the relation of safety of principal and safety of income. 

4. Indicate the relation between the rate of return and the degree of risk. 

5. Discuss the significance of interest rates. 

6. Distinguish between the commercial rate of interest and the investment 
rate of return. 

7. Name the elements entering into the rate of return on any security. 

8. Explain the calculation of the pure rate of interest. 

9. Discuss the limitations to yield as a criterion of investment value. 

10. Explain the significance of marketability. 

11. How may the degree of marketability in a security be measured? 

12. Discuss the factors influencing the degree of marketability in a security. 

13. What is meant by the statement, ^^Marketability costs money 

14. Discuss the kinds of taxes that are important to investors m securities. 

15. Distinguish between the federal normal tax and the surtax. 

16. Distinguish between short-term and long-term capital gains. 

17. What is meant by tax-exempt securities*^ 

18. Discuss the investment problem of tax-exempt securities. 

19. Explain the significance of estate taxes. 

20. Discuss the problem of investment timing. 

21. Indicate the relative position of bond prices and stock prices in the respective 
stages of the business cycle. 

22. Discuss the relation between bond prices and interest rates. 

23. Explain the movement of commercial and of investment interest rates. 

24. Would the purchase of relatively short-term bonds be advisable when interest 
rates are relatively low? Why? 

26. Name two general classes of investors. 

26. Name three factors in the formulation of an investment program. 

27. What is meant by ‘^institutionaP^ investors? 

28. Indicate the restrictions on their investment policies. 

29. Define a trust fund. 
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30. Name the parties to a trust. 

31. Describe two kinds of beneficiaries. 

32. Distinguish between a voluntary and a testamentary trust. 

33. Discuss the relative advantages of a personal and a corporate trustee. 

34. Discuss the investment policy of a trustee under a testamentary trust. 

35. Discuss the investment policy of a trustee under a testamentary trust in 
the absence of documentary instructions 

36. Under what conditions does a trustee have discretionary powers? 

37. To what extent is the trustee liable*? 

38. Indicate the conflicting interests with which the trustee may have to con- 
tend. 

39. What is the general basic objective of the trustee? 

40. Explain the operation of the life insurance trust. 

41. Describe the nature of a common trust. 

42. Indicate the fundamental objective of a savings bank. 

43. Indicate the legal limit to the size of the individual deposit. 

44. Discuss the relation between the type of deposit accepted by a savings 
bank and its investment policy. 

45. Describe the legal limitations on savings bank investments. 

46. Discuss the experience of New York State in establishing a ‘Tegal list.^^ 

47. Explain the significance of the legal list to the investing banks. 

48. Indicate the types of deposits accepted by commercial banks. 

49. Discuss the relation between the types of deposits and the investment 
policy of a commercial bank. 

50. Wliat is the meaning of marketable as applied to commercial bank bond 
investment*? 

61. Discuss the relation between the liabilities of life insurance companies and 

their investment policy. ^ 

62. What is the assumed rate of return on life insurance company investments*? 

63. Indicate the legal limitations on life insurance company investments 

64. Name four respects in which fire and casualty insurance companies differ 
from life insurance companies. 

65. Indicate the legal limitations on fire and casualty insurance company invest- 
ments. 

66. Contrast the individual investor and the institutional investor from the 
viewpoint of legal limitations on their respective investments. 

67. What is meant by the “average” investor? 

68. Explain the factors involved in the determination of an investor’s invest- 
ment objective. 

59. Discuss the relation of income and risk 

^ 60. Discuss the problem of apportioning funds properly among securities of 
different types. 

61. Indicate the relation of analysis and selection of a security. 

62. Indicate the three phases of analysis, 

63. What is meant by the life cycle of industries? 

64t Discuss the factors involved in the analysis of the companies in an industry. 
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66. Discuss the factors involved in the analysis of a security. 

66. Name three factors involved in the supervision of a fund. 

67. Discuss the purpose of diversification. 

68. Indicate the common errors in diversification. 

69. Name three factors affecting proper diversification. 

70. Discuss the function of bonds and stocks in diversification. 

71. Discuss the significance of a continuous review of the fund. 

72. Under what condition is an exchange of securities justified? 

73. Discuss the significance of safeguarding the fund. 

74. Indicate the means of properly safeguarding the fund. 

Assignment 

(a) Indicate the maximum yield on a true investment when the cost of capital is 
(1) 2| per cent, (2) 2f per cent, (3) 3 per cent. 

(b) Indicate the range of yields for highest-grade, high-grade, good, fair, and 
speculative securities when the yield on United States Treasury long-term 
bonds is (1) 2f per cent and (2) 3|- per cent. 

(c) Calculate the price of a 4 per cent bond due in fifteen yeais in (1) a 4 per cent 
market, (2) a 3| per cent market, and (3) a 5 per cent market. 

(d) Compute the current yield on a stock ($50 par value) paying an annual divi- 
dend of 6 per cent and selling at 80| to (1) a stockholder who still owns the 
stock which he purchased two years ago at 90| and (2) a trader who buys the 
stock at its present price. 

(e) Stockholder Wilson bought 100 shares of XYZ Corporation common stock in 
1944 at 52-J. Stockholder Thomas bought 100 shares of the same common 
stock in 1945 at 43f . The corporation paid an annual dividend of $2 a share 
in 1944 and of $1 50 a share in 1945. Compute the current yield to stockholder 
Wilson in 1944 and in 1945 and to stockholder Thomas in 1945. 

(f) Set up an investment program for a man 35 years of age. 

(g) Set up an investment program for a man 26 years of age, married, one child, 
$200 in a savings account, no life insurance, and earning $3,000 a year. 

(h) Analyze the following portfolio submitted by a business man, age sixty, with 
only his wife to support, whose present busmess yields him $5,000 annually, 
whose annual living expenses are $7,000, and who has $10,000 in cash in the 
bank and $30,000 in paid-up life insurance: 


Bonds 





Current 

Annual 

Amount 

Issue 

Cost 

Market Value 

Income 

$6,000 

A T &S F. Ts, 1995 

$5,600 

$6,181.25 

$200 

2,500 

Canadian Pacific 5’s, 1954 

2,600 

2,596 88 

125 

5,000 

Southern Pacific 4j^s, 1968 

3,350 

4,250 00 

225 



$11,550 

$13,028.13 

$550 


Common Stocks 




Shares 

Issite 




100 

American Telephone Telegraph . . . . 

15,400 

16,112.50 

900 

50 

U.'S. Steel 

2,500 

2,625 00 

200 

100 

General Electric , 

3,600 

3,612.50 

2,175.00 

140 

100 

Consolidated Edison . 

2,000 

160 



$23,500 

$24,525.00 

$1,400 



$35,050 

$37,553.13 

$1,950 
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UNITED STATES GOVERNMENT OBLIGATIONS 


Federal government debt. The federal government has issued 
obligations to meet budgetary deficits arising out of inadequacy 
of tax revenues and to finance personal relief, public works, national 
defense, agricultural benefits, and corporate loans. During the 
period 1920-1930 the federal budget reported an annual surplus 
of receipts over expenditures. During the same period the public 
debt was gradually reduced from $25,482,034,000 in 1919 to 
$16,185,308,000 in 1930. On the other hand, the period beginning 


FEDERAL DEBT * 
( 000 , 000 ) 



Surplus 

Gross Debt 


Deficit 

Gross Debt 

1920 . . 

. $212 

$24,298 

1931 . 

. . $ 902 

$16,801 

1921 . . 

. 87 

23,976 

1932 . 

. . 2,942 

19,487 

1922 . . 

. 314 

22,964 

1933 . 

. . 2,245 

22,539 

1923 . . 

. 310 

22,350 

1934 . 

. . 3,255 

27,053 

1924 . . 

. 505 

21,251 

193'5 . 

. . 3,783 

28,701 

1925 . . 

. 251 

20,516 

1936 . 

. . 4,953 

33,545 

1926 . . 

. 378 

19,643 

1937 . 

. . 3,253 

36,427 

1927 . . 

. 636 

18,510 

1938 . 

. . 1,450 

37,167 

1928 . . 

. 399 

17,604 

1939 . 

. . 3,600 

40,445 

1929 . . 

. 185 

16,931 

1940 . 

. . 3,740 

42,971 

1930 . . 

. 184 

16,185 

1941 . 

. . 5,168 

48,961 




1942 . 

. . 19,598 

72,422 




1943 . 

. . 55,897 

136,696 




1944 . 

. . 49,595 

201,003 

* As of June 30. 



1945 . 

. . 53,948 

258,682 


1931 witnessed an increase in the annual deficit of receipts over 
expenditures from $902,000,000 in 1931 to a peak of $55,901,000,000 
in 1943 and, at the same time, a substantial increase in the public 
debt from $16,801,000,000 in 1931 to $258,682,000,000 in 1945. 
The rapid rise in the debt made it necessary to increase the legal 
debt limit by successive acts of Congress to the present limit of 
$300,000,000,000.1 

' The debt limit of $46, 000, 000, (XX) set in. 1938 was raised to $65,000,000,000 in 1941, 
to $125,000,000,000 in 1942, to $210,000,000,000 in 1943, to $260,000,000,000 in 1944, 
and to $300,000,000,000 in 1945. 


188 


UNITED STATES GOVERNMENT OBLIGATIONS 


189 


Gross debt. The total gross debt includes interest-bearing debt 
and non-interest-bearing debt. The interest-bearing debt consists 
of marketable issues such as Treasury bonds, Treasury notes, 
Treasury bills, Treasury certificates of indebtedness, Postal Savings 
bonds, conversion bonds, and Panama Canal bonds, and of non- 
marketable issues such as United States Savings bonds. Treasury 
Tax and Savings notes. Adjusted Service bonds, and depositary 
bonds. The non-interest-bearing debt is composed principally of 
obligations in the form of currency. The direct interest-bearing 
obligations issued by the Treasury rose from $969,759,000 in 1915 
to a peak of $25,234,496,000 in 1919 at the end of the First World 
War. During the decade 1920-1930 the total decreased to $15,921,- 
892,000. Beginning in 1931, however, it increased to $256,356,- 
000,000 in June, 1945. 

FEDEEAL DEBT* 

( 000 , 000 ) 


Interest-bearing debt: 

1943 

im 

1945 

Treasury bonds ' . . 

. . $ 57,520 

$ 79,244 

$106,448 

Treasury notes .... 

. . 9,168 

17,405 

23,497 

Treasury bills 

. . 11,864 

14,734 

17,041 

Treasury certificates of indebtedness . . . 

. . 16,561 

28,822 

34,136 

Postal Savings bonds . 

. . 117 

117 

117 

Conversion bonds .... ... 

. . 29 

29 

29 

Panama Canal bonds 

. . 50 

50 

50 

Total Qiarketable issues 

. . 95,309 

140,401 

181,318 

U/ S. Savings bonds 

. . 21,256 

34,606 

45,586 

Treasury Tax and Savings notes .... 

. . 7,495 

9,557 

' 10,136 

Adjusted service and depositary bonds . . 

. . 449 

692 

504 

Total nonmarketable issues 

. . 29,200 

44,855 

56,226 

Special issues 

. . 10,871 

14,287 

18,812 

Total 

. . 135,380 

199,543 

256,356 

Non-interest-bearmg debt: 

1,316 

1,460 

2,326 

Total debt ^ . 

. . $136,696 

S201,003 

$258,682 


♦ As of June 30 


Bonds. Treasury obligations consist of Treasury bonds, notes, 
bills, certificates of indebtedness, savings bonds, postal savings 
bonds, and prewar bonds. Treasury bonds account for approxi- 
mately 60 per cent of the total marketable securities and about 
40 per cent of the total interest-bearing debt. They represent 
long-term obligations and have maturities of five years and above. 
The coupon rate ranges from 4| per cent on the 1947-1952*8 to 
1| per cent on the 1948’s. The variation in coupon rate reflects 
the Treasury practice of selecting ^ rate at the time of issue which 
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in accordance with the maturity permits offering the bonds at par. 
The 4|’s of 1947-1952, for example, were offered at par in 1922, 
whereas the If’s of 1948 were offered at par in 1942. 

Most of the issues have an optional maturity date. For example, 
the 2j’s of December 15, 1960-1965, mature in 1965 but are callable 
m 1960. Treasury bonds, with few exceptions, are callable as a 
whole or in part at par and accrued interest on any interest date 
on four months notice after the call date. The only issues which 
are non-call'able are 2|’s due September 15, 1948; 2’s due Decem- 
ber 15, 1947; and If’s due June 15, 1948. Though Treasury bonds 
are listed on the exchanges, it is estimated that 90-95 per cent of 
the trading in them occurs in the over-the-counter market through 
dealer houses that act as specialists in United States Government 
issues and through dealer banks. Most of the trading is for insti- 
tutional accounts and ranges in extent from $100,000 to several 
millions. 

Notes. Treasury notes, which mature in one to five years, repre- 
sent medium-term obligations. Unlike Treasury bonds, the notes 
sold to the public are not redeemable before maturity. The coupon 
rate ranges from | of 1 per cent on the December 15, 1945’s issued 
in December, 1940, to If per cent on the September 15, 1947’s 
issued in July, 1943. They are traded exclusively over the counter. 
The principal buyers are commercial banks, wealthy individuals, 
and other investors seeking short-term maturities. As in the case 
of Treasury bonds, the market is maintained by dealer specialists 
and dealer banks. The greater part of the trading is in multiples of 
$ 1 , 000 , 000 . 

Bills and certificates. Treasury bills and certificates of indebted- 
ness are short-term obligations which mature in less than one year. 
They differ, however, in that Treasury bills are issued on a discount 
basis while Treasury certificates are issued on an “and intetest” 
basis. Treasury bills are bearer obligations which promise to pay 
a specified amount, without interest, on a specified date. They 
are issued on a discoimt basis in denominations of $1,000, $5,000, 
$10,000, $100,000, $500,000, and $1,000,000 maturity values.® 
They are offered by public notice for competitive bidding, the 
Treasury inviting tenders through the Federal Reserve banks. The 
offering of these bills at a discount assures the Treasury of the best 
terms warranted by the condition of the money market at the time 

* Tlie &cretary of the Treasury may teue the bills on an inter^t-bearing basis, on a 
iliseount basis, or on a combination interest-bearing and discount basis. 
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of sale. Treasury certificates, on the other hand, carry a stipulated 
rate of interest and are offered at par and accrued interest. Cur- 
rently they carry a coupon rate of of 1 per cent. 

The Treasury regularly issued certificates 1917-1929 to cover 
its temporary financial needs. Treasury bills did not become a 
regular instrument of Treasury financing until the Second Liberty 
Loan Act was amended on June 17, 1929. Both Treasury bills 
and certificates are traded only over the counter. Treasury bills 
are bought chiefly by commercial banks for secondary reserve 
purposes, by corporations for working capital purposes, and, in 
some states, where bank deposits are subject to taxation, by deposi- 
tors carrying large balances who buy the bills in contemplation of 
the tax periods. Those bills provide for investors extremely liquid 
securities with a wide choice of maturity dates. The greater part 
of the trading is usually m blocks of $500,000 and upward. 

Savings bonds. United States Savings bonds were first issued 
on March 1, 1935, and have been issued in sequential series A-G. 
Series A, B, C, and D were issued through the postal service and 
Federal Reserve banks; Series E are issued through the postal 
service. Federal Reserve banks, trust companies, savings and loan 
associations, and other organizations. Series E, F, and G may be 
purchased also directly from the Treasurer of the United States.® 
They differ from other Treasury obligations in that they are non- 
transferable. Formerly they were redeemable only through the 
Treasury Department or Federal Reserve banks. Effective Octo- 
ber 2, 1944, however, qualified commercial banks were authorized 
to cash savings bonds of Series A to E. The banks are held responsi- 
ble for payment to the proper owners and pay the prevailing re- 
demption value as printed on the bond. While there is no charge 
to the public for the redemption, the banks receive from the Reserve 
banks a quarterly reimbursement for their services. 

Series E bonds are issued at a discount in denominations of $25, 
$50, $100, $500, and $1,000 maturity value and mature in ten years. 
They may be bought by one individual, by two individuals as 
co-owners, or by one individual ■with another individual as bene- 
ficiary. At maturity the holder will receive the face value of the 
bond, which includes the original issue price and accumulated 


® Series E, F, and G, designated War Savings bonds, include bonds issued as Defense 
Savings bonds. Since the terms and the conditions of issue are identical, no distinction 
is made between any bonds of Senes E, E, and G whether issued as Defense or as War 
Savings bonds. 
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interest and a yield of 2.9 per cent. The bondholder is limited 
to the purchase of $5,000 maturity value in any one calendar year. 
The bond may be redeemed at any time after 60 days from the 
issue date of the bond at values stipulated on the bond. 

Series F bonds are issued at a discount in denominations of $100, 
$500, $1,000, $5,000, and $10,000 maturity value. They differ 
from the Series E, however, in that they mature in twelve years 
and may also be purchased by non-banking corporations, partner- 
ships, associations, and trustees. Commercial banks, however, may 
hold Series F or Series F and G combined up to $100,000 issue 
cost, provided that those holdings in combination with holdings 
of certain other securities subscribed to in the Fourth or Fifth War 
Loan Drives do not exceed 10 per cent of time deposits before 
June 12, 1944, or 20 per cent of time deposits on or after that date. 
At maturity the holder will receive the face value of the bond, 
which includes the original issue price and accumulated interest 
and a yield of 2.53 per cent. The holder is limited to the purchase 
of $100,000 (cost price) of Series F bonds, or of Series F and G 
combined, in any one calendar year. He may redeem Series F 
bonds after six months from issue date of the bond upon one month’s 
written notice and at the values stated on the bond. 

Series G bonds are issued at par in denominations of $100, $500, 
$1,000, $5,000, and $10,000. They are similar to the Series F bonds 
in maturity date (twelve years) and in the types of eligible pur- 
chasers. Interest is paid semi-annually at the rate of 2.5 per cent 
a year. The bondholder is limited to $100,000 (cost price) of Series G 
bonds, or Series G and F combined, in any one calendar year. The 
bond is redeemable at par if held by the owner for twelve years 
from issue date, but it may be redeemed six months from issue date 
on one month’s written notice. If redeemed prior to maturity, 
however, the redemption value is in accordance with the schedule 
stated on the bond. 

The predetermined cash value which the Treasury agrees to 
pay and the fact that the bonds are non-transferable relieves the 
holder of all risk of market decline. On the other hand, the re- 
demption prices are so arranged as to provide yields at substan- 
tially lower rates than are obtainable if the bonds are held to ma- 
turity, as evidenced by the following yields: 


Redeemed at Series E Series F Series G 

endofSyeais 1.72% 1.34% 1.35% 

at maturity 2.9 2.53 2.50 
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Savings notes. United States Treasury Savings notes, Series C, are 
also non-marketable obligations. They are issued in denominations 
of $100, $500, $1,000, $10,000, $100,000, $500,000, and $1,000,000. 
They may be purchased by an individual, corporation, fiduciary, 
unincorporated association, or society, by a town, county, city, 
state, or other governmental body, or in the name of a partnership. 
The interest return takes the form of an excess of redemption value 
over purchase price. They mature three years from the date of 
issue but are redeemable at the option of the holder at any time 
during and after the sixth calendar month after the month of pur- 
chase. Payment at maturity or on redemption before maturity 
will be made at par and accrued interest to owners other than 
commercial banks accepting demand deposits, but at the issue 
price to commercial banks. During and after the second calendar 
month following the month of purchase they are acceptable at par 
and accrued interest in payment of any federal income, estate, 
or gift taxes assessed against the individual, corporation, or other 
taxpaying entity in whose name they are inscribed or against the 
owner’s estate. These notes are available in unlunited amounts, 
afford liquidity and income retmn, and avoid market risk. 

Miscellaneous obligations. The balance of the Treasury obliga- 
tions outstanding consist of the Panama 3 ’s due 1961; Conversion 
3 ’s due 1946-1947; Postal Savings 2 |’s; Depositary 2 ’s; Adjusted 
Service 3’s due 1945 and 4|’s due 1946. The Panama 3’s were 
issued in 1911 to pay in part for the construction of the Panama 
Canal. The Conversions 3’s, due 1946-1947, were issued 1916-1917 
to refund the Consols of 1930 and the Panama Loan Series of 1906 
and 1908. The Panama 3’s and the Conversion 3’s are non-callable. 
They are listed on the New York Stock Exchange, but most of the 
trading is over-the-counter. The Postal Savings 25 ’s were issued 
1925-1935 under the Postal Savings System and are due twenty 
years from date of issue. The Board of Trustees of the Postal 
Savings System will purchase postal savings bonds at par and 
accrued interest at any time after their issue.'* The bonds are call- 
able at par one year from date of issue. 

The Depositary 2’s, first series, may be subscribed for, at par, 
by depositaries and financial agents, and the second series by de- 
positaries for withheld taxes. The first series were issued beginning 
1941 and mature twelve years from each issue date. They are 

* Except from June 1 to 30 and December 1 to 30 of each year, when the books are 
closed. 
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issued in registered form in the name of the Treasurer of the United 
States in trust for the depositaries and financial agents to which 
they are allotted. The bonds are non-transferable but are redeem- 
able at any time upon not less than 30 nor more than 60 days’ 
notice in writing, as a whole or in part, at par, at the option of the 
United States or of the holder. They are acceptable to secure 
deposits of federal funds with, and the faithful performance of 
duties by, the depositaries and financial agents who may buy the 
bonds in an amount for which they are qualified. The second series 
were issued beginning 1943 and also mature twelve years from the 
issue date. They are issued in registered form in the name of the 
Federal Reserve Bank as fiscal agent of the United States in trust 
for the depositary. The bonds are held by the Federal Reserve 
Bank either in safekeeping or as- collateral security for deposits. 
They are sold to depositaries for withheld taxes and in amounts 
varying according to the monthly average of tax remittances made 
to the Treasury. The depositary may purchase bonds with its 
own fimds or the Treasury may agree to place ■with the depositary 
a balance to the credit of the Treasurer of the United States pro- 
vided such balance is used by the depositary to purchase an equal 
amount of bonds. The depositary may purchase with its o-wn funds 
twice the amount of bonds that it may purchase if it elects to take 
a Treasury balance. The bonds are redeemable at the option of the 
United States or the holder, in whole or in part, at par and accrued 
interest at any time on not less than 30 days’ notice. 

The Adjusted Ser-vice 3’s, due 1945, were issued in 1936 to veterans 
of the First World War in payment of amounts due on Adjusted 
Service Certificates, whereas the 4|’’s, issued in 1936 and due on 
and after dime 15, 1946, are held by the United States Government 
Life Insurance Fund. The 3’s of 1945 were redeemable at the option 
and request of the veteran in whose name they were registered at any 
time before maturity. 

Instrumentalities. The indirect debt of the federal government 
consists of instrumentahties issued by the Territory of Hawaii and 
the insular governments of Puerto Rico and the Philippines and by 
agencies established by the United States whose obligations are not 
guaranteed by the federal government. Territorial and insular bonds 
are direct and unquahfied obligations of the respective territorial 
and insular governments and are payable from the proceeds of ad 
■valorem taxes. The organic acts under which those governments 
function limit the 'indebtedness and require the maintenance of 
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Sinking funds. For example, Congress has limited the total bonded 
indebtedness of the Territory of Hawaii to 10 per cent of the assessed 
value of property in the Territory, and the amount of indebtedness 
to be incurred in any one year to 1 per cent of such assessed value. 

Territorial bonds. Territorial bonds are regarded as indhect 
obhgations of the federal government. Inasmuch as Congress has 
jurisdiction over the territories, the federal government is at least 
indirectly responsible for loans incurred by the territories.^ This 
position was stated by the United States Attorney-General in 1921 
when approving the issuance of the Philippine 5|’s of 1941 : 

This issue and sale of bonds is authorized explicitly by the National Power, and 
while in the strict and legal sense the faith of the United States of America is not 
pledged as a guaranty for the payment of the loan or for the due use of the proceeds 
or the observance of the sinkmg fund requirements, the entire transaction is to be 
negotiated under the auspices of the United States of America and by its recogni- 
tion and aid. There can be no doubt, therefore, that the National Power will take 
the necessary steps m all contingencies to protect the purchasers in good faith of 
the securities. 

While this opinion is considered applicable to all Territorial issues, 
its application to the Philippines was modified by the Tydings- 
McDuffie Bill of March 24, 1934, which provided specifically that 
there was no obligation on the part of the United States to meet 
the interest or principal of bonds or other obligations of the Philip- 
pine commonwealth and provincial or municipal governments 
issued thereafter during the continuance of United States sover- 
eignty in the Philippines. 

Agency bonds. Bonds issued by agencies such as the Federal 
Farm Loan banks, the Federal Home Loan banks. Federal Inter- 
mediate Credit banks, and the Federal National Mortgage Associa- 
tion are termed “instrumentahties.” The holders of these issues, 
however, must look solely to the issuing institution for the safety 
of the bonds. 

Farm Loan hanks. The Farm Loan banks werenreated under the 
Farm Loan Act of 1916 for the purpose of supplying long-term credit 
to farm owners. Two types of lending institutions were authorized: 
Federal Land banks and Joint Stock Land banks. In each case 
an eligible loan must represent (a) a first mortgage, (b) on un- 
encumbered farm property, (c) in an amount not exceeding 50 per 
cent of the value of the land and 20 per cent of the value of the 
improvements thereon and (d) repayable in installments over a 

® United States Constitution, Article IV, Section 3. 
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period of between five and forty years. Although the Federal Land 
bank bonds were issued by the individual banks, they were joint 
obhgations of the twelve banks constituting the system. On the 
other hand, bonds issued by a Joint Stock Land bank were the 
obligations of the issuing bank;. Under the provisions of the Farm 
Relief Act, 1933, Joint Stock Land banks are prohibited from 
making any new loans to farmers except in connection with old 
loans then outstanding. Since then the banks have been gradually 
hquidating their loans and redeeming their bonds. All the bonds 
issued by the individual Federal Land banks have been called for 
redemption and replaced by consohdated bonds for which the 
twelve banks are jointly and severally liable. 

Federal Home Loan hanks. Federal Home Loan banks were 
established under the Home Loan Act of 1932 for the purpose of 
giving greater Uquidity to first mortgages on residential properties 
held by lending institutions, life insurance companies, and savings 
and loan associations. Such institutions become members of the 
system by purchasing stock in one of the twelve regional Federal 
Home Loan banks and, as stockholders, may borrow on mortgage 
collateral which is eligible under the Act. To be eligible, loans must 
be (a) first mortgages, (b) due within fifteen years, (c) on residential 
property having a value of $20,000 or less, and (d) not in excess 
of 60 per cent of the unpaid balance on the mortgage or 40 per 
cent of the value of the property. The banks may issue bonds to 
investors secured by mortgages offered as collateral by borrowing 
members aggregating 190 per cent (in unpaid principal) of the 
bank bonds. Although the Home Loan bonds may be issued by 
separate banks, in which instance the other banks are jointly hable, 
the present practice is to issue consolidated bonds as the joint 
liability of aU twelve banks. 

Federal Intermediate Credit banks. Hie Federal Intermediate 
Credit banks were authorized by the Agricultural Credits Act of 
1923 for the purpose of discoimting paper for, and of making loans 
to, financing iastitutions and cooperative associations in need of 
funds for the seasonal production and marketing needs of farmers 
and stockmen. The entire capital stock of the twelve banks is 
held by the Treasury. The debenture bonds issued by the banks, 
mature in from three to twelve months and are secured by at least 
a like face value of cash, government securities, discounted notes, 
and other approved paper. They are the direct joint and several 
, obligations of the twelve banks. 
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Federal National Mortgage Association. The Federal National 
Mortgage Association was incorporated in 1938 for the purpose 
of buying, selling, and servicing mortgages insured under the Na- 
tional Housing Act and of making limited direct real estate loans 
insured imder the Act. It is controlled and operated by the Recon- 
struction Finance Corporation but is supervised by the Federal 
Housing Administration. The notes issued by the association are 
secured by at least an equal amount of its holdings of Federal Hous- 
ing Administration insured mortgages, cash, or direct or guaranteed 
obligations of the United States, and are general obligations of the 
association. 

Investment tests. Since the federal Treasury obligation is a 
debenture, the holder is an unsecured creditor with only a general 
claim against the income of the government. The two tests, there- 
fore, are the ability to pay and the willingness to pay. 

Ability to pay. The ability of the government to meet its obli- 
gations rests upon its taxing power and the productiveness of the 
taxes. The chief source of revenue is the tax on incomes as evidenced 
by the following statement of receipts in the federal budget as of 
June 30 « (000,000): 


1940 1941 1942 194S 1944 IHS 

Income $2,125 $3,470 $7,960 $16,094 $34,655 $35,173 

Excise 2,345 2,967 3,847 4,553 5,291 6,949 

Social Security 838 932 1,194 1,508 1,751 1,793 

Others 617 900 666 1,230 3,711 3,825 

Total S5,925 $8,269 $13,668 $23,385 $45,408 $47,740 

Net* $5,387 $7,607 $12,799 $22,282 $44,149 $46,457 


* Total receipts less social security employment taxes, which are appropriated directly to the federal 
old-age and survivors insurance trust fund. 


The revenue from the income tax has become an increasingly impor- 
tant source of income both in amount and relative to total receipts. 
Income tax receipts more than doubled in 1943 and in 1944 and 
increased from 39.4 per cent of total net receipts in 1940 to 75.7 per 
cent in 1945. 


Income Tax Total Net Percentage 
Receipts Receipts of Total 

( 000 , 000 ) ( 000 , 000 ) 


1940 S2,125 $5,387 39 4 

1941 3,470 7,607 45.6 

1942 7,960 12,799 62 2 

1943 16,094 22,282 72.2 

1944 34,655 44,149 78.5 

1945 . 35,173 46,457 75.7 


* Federal Beserve Bulletin. 
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The ability of the goverrnnent to borrow at a low rate has been 
indicated by the fact that the computed annual rate of interest 
decreased from 2.589 per cent in 1938 to 1.929 per cent in 1944 and 
1.936 per cent in 1945. The annual interest on the public debt, 
however, has represented an increasing burden rising from 14.0 per 
cent of regular expenditures in 1940 to 38.9 per cent in 1944. 

Interest Percentage of Total 
(000,000) Expenditures* 


1940 $1,041 14 0% 

1941 1,111 17.1 

1942 1,260 19 4 

1943 1,808 29 7 

1944 2,609 38 9 

1945 3,617 34 8 


* Exclusive of war activities 

The ability of the federal government to meet its obligations 
depends upon the national income of the country. An estimate of 
national income is an attempt to measure the value of the net output 
of commodities and services by private and public enterprises, The 
net output is determined by deducting from the gross value of goods 
and services the value of materials and supplies and of plant and 
equipment consumed in the process. According to the United 
States Department of Commerce, the national income rose from 
$77,800,000,000 in 1940 to $160,700,000,000 in 1944. The rise in 

National Incdme Interest Interest /National 


(000, OQO) (000,000) Income 

1940 $77,800 $1,041 1.3% 

1941 96,900 1,111 1.1 

1942 122,200 1,260 1.0 

1943 149,400 1,808 1.2 

1944 160,700 2,609 1.6 


the national income has kept pace with the increase in the annual 
interest on the public debt. The latter has averaged approximately 
1 per cent of the national income. It should be observed, however, 
that in the absence of any substantial reduction in the debt, the 
annual interest on the debt is permanent whereas the au-nual na- 
tional income is subject to change. A decline in the national income 
would make the aimual interest a greater burden. 

Willingness to pay. The willingness of the federal government 
to pay its obligations is entirely discretionary with the Govern- 
ment. As President 'Eoosevelt said in his message of June 27, 1935: 

There is ,no constitutional or inherent right to she the government; on the con- 
trary, the immunity of the sovereign from Suit is a principle of universal acceptance, 
and permission to bring such suits is an act of grace, which, with us, may be granted 
or withheld by the Congress. 
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Since the federal government is a sovereign power which can be 
sued only with its consent, the best test of good faith must be found 
in the record of past transactions. A review of history reveals 
the repudiation by the government of continental currency after 
the Revolutionary War, the suspension of specie redemption of 
the greenback currency after the Civil War, and the refusal to 
convert gold certificate currency after the First World War. The 
last decade witnessed subsequent abrogations of government bond 
clauses. 

Prior to June 5, 1933, principal and interest of all outstanding 
interest-bearing obligations of the United States were payable 
in gold coin of the standard weight and fineness fixed by the Gold 
Standard Act of March 14, 1900, which was 25.8 grains of gold 
nine-tenths fine, or 23.22 grains of pure gold. The gold clause, 
however, was cancelled by the Joint Resolution of June 5, 1933.^ 
The gold content of the dollar was reduced later to 15^\- grains of 
gold nine-tenths fine under authority of the Gold Reserve Act of 
1934. 

The United States Supreme Court on February 18, 1935, upheld 
the validity of the repeal of the gold clause in private contracts 
on the grounds that (a) the gold clause was not a contract for pay- 
ment in gold coin as a commodity, or in bullion, but a contract 
for the payment of money, and (b) the gold clause interfered with 
the constitutional power of Congress to regulate currency. At 
the same time, in another case dealing with the liability of the 
federal government to redeem gold certificates in lawful currency 
equivalent in value to the market value of the gold coin represented 
by the gold certificates, the Court held that gold certificates, being 
currency and constituting legal tender, could not be regarded as 
warehouse receipts for gold. The Court also held that if the note 
holder had been paid in gold, he would have been required to sur- 
render the gold to the Treasury, since gold had been nationalized 
by the Secretary of the Treasury under authority of the Emergency 
Banking Act of March 9, 1933. In any event, said the Court, he 
would not have been able to realize legally more than dollar for 
dollar in lawful currency fpr his gold certificate. In another case, 
involving the gold clause repeal as applied to United States Govern- 
ment bonds, the Court admitted that Congress had exceeded its 
constitutional authority but, following the reasoning in the gold 
certificate case, it held that the bondholder had failed to show 

^ This resolution also invalidated the gold clause in non-government obligations. 
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actual damages and therefore was not entitled to receive an amount 
in legal tender currency in excess of the face amount of the bond. 

In order to circumvent any suits arising from changes in the 
purchasing power of the dollar, Congress adopted a joint resolution 
on August 27, 1935, which set January 1, 1936, as the final date for 
commencing suits against the government with respect to losses that 
might have been caused by failure of the government to fulfill the 
provisions of gold-clauses in obUgations or currency of the United 
States. The United States Supreme Court ruled on March 1, 1937, 
that a contract with a “gold buUion clause” could be satisfied by 
payment of currency in the amount of the face value of the contract 
under the Joint Resolution of June 5, 1933. 

Tax position. The income from federal government obhgations 
is subject to varying degrees of exemption from income taxes. The 
income on all federal government obhgations is exempt from state 
income taxes. The United States Supreme Court has held that the 
states have no power, by taxation or otherwise, to retard, impede, 
burden, or in any manner control the operations of the constitu- 
tional laws enacted by Congress to carry into execution the powers 
vested in the federal government.® In subsequent opinions the 
Court held that a state cannot, in the exercise of the power of taxa- 
tion, tax the obhgations of the federal government, because such 
taxation would be contrary to the principle of McCuhoch v. Mary- 
land. The income from obhgations of the federal government and 
the territories, therefore, is exempt from taxation by states or 
municipahties. 

Federal obhgations issued prior to March 1, 1941, still enjoy 
certain federal income tax exemptions. Treasury bonds and notes. 
Conversion bonds. Postal Savings bonds, Panama Canal bonds, and 
Territorial bonds are exempt from the federal normal tax and the 
surtax. In the instance of Treasury bonds, the surtax exemption 
applies only up to $5,000 principal; above $5,000 is subject to the 
surtax. Federal Land bank bonds are exempt from federal income 
taxes; Home Loan bank bonds are exempt from the federal normal 
tax but are subject to the surtax. Treasury bills do not have any 
tax-exempt features. AU federal obhgations issued beginning 
March 1, 1941, however, are fully taxable. The Act of February 19, 
1941, provided: 

. . . interest upon . . . obligations issued on or after . . . (March 1, 1941) ... by 
the United States or any agency or instrumentality thereof pball not have any 

® McOtilloch V. Maryland, Wheaton, 316 (1819). 
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exemption as such . . . under Federal tax acts now or hereafter enacted. . . . For 
the purposes of this subsection a territory, a possession of the United States, and 
the District of Columbia, and any political subdivision thereof, and any agency 
or instrumentality of any one or more of the foregoing shall not be considered as 
any agency or instrumentality of the United States. 

Obviously bonds which still retain tax-exempt features sell at 
higher prices than the taxable bonds. For example, Treasury 2’s 
of December 15, 1948-1950, were selling to 3 deld 1.18 per cent when 
the 2’s of March 15, 1948-1950, were selling to yield 1.6 per cent. 
The lower yield for the December 15 issue was due to the fact that 
it was partially tax-exempt, whereas the March 15 issue was fully 
taxable. In 1941 and early 1942 the prices of partially tax-exempt 
obligations declined owing to the outbreak of war and the uncer- 
tain future tax status of the issues. The uncertainty was caused 
by the removal of tax-exemption from future issues of Treasury 
securities and by Treasury advocacy of federal tax levies against 
the income from future issues of state and municipal obligations. 
The prices of those partially tax-exempt securities returned to 
their previous levels, however, upon assurance of retention of their 
tax-exempt status. During late 1942 and early 1943, the prices 
of those issues again declined as a result of activity by life insurance 
companies and other non-taxpaying institutions. Those institu- 
tional investors replaced their partially tax-exempt obligations 
with taxable securities producing a high yield. The completion of 
those portfolio adjustments witnessed a sharp rise in the prices of 
the partially tax-exempt issues. On the other hand, prices of taxable 
issues maintained a fairly steady level following the decline at the 
opening of the war. That stability was due largely to the govern- 
mental policy of establishing and maintaining a fixed pattern of 
interest rates for wartime financing. 

Federal obligations are not exempt from federal or state inherit- 
ance taxes, nor are state or territorial obligations exempt from 
the federal estate tax. The estate or inheritance tax is not con- 
sidered a tax upon property but rather upon the right to dispose of 
property.® The tax is imposed by the government for protection 
accorded during the life of the decedent and is an obligation which 
cannot be evaded or defeated by the particular form in which the 
property of the decedent was invested. 

Accrued interest. The accrued interest on a United States Treas- 
ury bond is calculated on the basis of the exact number of days 

» Plummer v. Coler, 178 U. S. 115 (1900). 
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falling within the interest period. For example, in the instance of 
a 2 per cent bond, the interest on which is payable June 15 and 
December 15, there are 183 days m the interest period June 15 to 
December 15 and 182 days in the interest period December 15 to 
June 15, computed as follows : 

June 15-December IS 

June 16 days 

July 31 

August .... 31 

September ... 30 

October .... 31 

November ... 30 

December . . . 14 

183 days 

* February bas 29 days m a leap year 

If, in a bond transaction, the interest accrues through December 5, 
it has accrued for a period of 174 days.“ Since the interest payment 
for the interest period June 15-December 15 is $10, the accrued 
interest represents -fl-g- of $10, or $9.508197. 

Features. The federal government bond market has become the 
most important part of the investment market and is marked by 
many features. The tremendous increase in direct obligations of the 
govermnent has given federal government bonds a dominant posi- 
tion. The financing by the govermnent of its budgetary deficits 
during the period 1933-1940 was facilitated by the large inflow 
of gold which broadened the credit base and thereby supported 
the demand of banks for new securities. With the diminished inflow 
of gold in May, 1941, and the outbreak of the war in December, 
1941, the govermnent adopted a war financing plan which called for 
(a) the meeting of a large percentage of war expenditures through 
increased tax levies and (b) the borrowing of the balance of the 
expenses from non-commercial bank investors. Until the plan 
could 'be put into effect, however, the banks were called upon to 
supply a large part of the needed funds. The amount of funds 
needed was so large that banks had to abandon the practice of 
maintaining large excess rekrves. To facilitate those changes 
in banking practice, the govermnent (a) assured the banks of suffi- 
cient reserves to meet any needs which might arise, (b) issued a 
large volume of short-term obligations which, because of their high 
degree of liquidity, lessened the necessity for banks to maintain 
excess reserves, and (c) adopted a policy of fixed interest rates for 

“ A Treasury bond is deEveraUe on the day following the sale. 


December 15— June 15 


December . 

. . 17 

January 

. . 31 

February* . 

. . 28 

March . . 

31 

April . . 

. 30 

May . . 

31 

June . . 

. . 14 


182 days 
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the duration of the war. The pattern of war financing as announced 
by the Treasury in 1942 provided for rates ranging from | of 1 per 
cent for three months’ Treasury bills to 2 per cent for ten-year 
bonds, the longest-term securities to be offered to commercial 
banks. Offerings of longer-term 2| per cent bonds were designed 
to serve the needs of others than commercial banks for long-term 
permanent investments. 

During the nineteen months following the outbreak of the war, 
commercial banks increased their holdings of government securities 
by approximately $30,000,000,000. Inasmuch as the deposits 
created by those purchases represented a potential danger as a 
basis for an inflationary rise in commodity prices, commercial 
banks were not eligible to participate in the Third War Loan and 
were restricted in their subscriptions to the subsequent loans. The 
Seventh War Loan excluded 2 per cent bonds and restricted bank 
ownership of the longer-term issues until ten years before maturity. 
Commercial bank demand for bonds available to them in the open 
market was intensified, causing a price advance for the outstanding 
2 per cent issues and a general reduction in the yields on Treasury 
bonds. 

The federal bond market is the only domestic securities market 
that is actively supported by the government. The Federal Reserve 
System and the Treasury, through the Open Market Committee, 
have supported the ma,rket by buying federal issues when they have 
shown signs of weakening in price and by selling when an tmdue 
rise in- price is in prospect. This was evidenced when the Federal 
Reserve banks and the Treasury purchased $450,000,000 of govern- 
ment bonds at the outbreak of the war in Europe in September, 
1939, and again by the purchase of $130,000,000 of bonds in Decem- 
ber, 1941, after Pearl Harbor was attacked. The federal Open 
Market Committee sought to maintain stable yield relationships 
between the different maturity groups of Treasury obligations by 
purchasing or selling specific Treasury issues. In order to offset the 
effects of the increase in currency circulation, the earmarking of 
gold for foreign account, and the transfer of funds to the accounts 
of foreign central banks with the Reserve banks, the Committee 
maintained a fixed general level of interest rates by absorbing 
Treasury securities. The Federal Reserve banks stood ready to 
make loans to member banks at J of 1 per cent against short-term 
government obligations and to buy all Treasury bills offered at a 
fixed rate of f of 1 per cent. Effective August 3, ' 1942, purchases 
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of such bills, if desired by the seller, were made on condition that 
the Reserve bank, upon request before maturity, would sell back 
bills of like amount and maturity at the same rate of discount. Since 
May 15, 1943, all purchases have been made subject to repurchase 
option. 

Although a very small part of the trading in government issues 
occurs on the New York Stock Exchange, they enjoy a very high 
degree of marketability. Orders in federal issues are readily exe- 
cuted and trading in them is exempt from government regulation, 
including margin requirements of the Federal Reserve Board. 

Government issues are the basis of the investment market. Should 
they become worthless, no corporate security could have value. The 
strength of government obligations lies in confidence in the stability 
of the government and in its ability and willingness to meet its 
obligations.^^ 


Review Questions 

1. Name the purposes for which the federal government has issued bonds. 

2. Indicate the relation between the budgetary surplus or deficit and the gross 
debt. 

3. What is the present legal debt limit? 

4. Distinguish between the interest-bearing debt and .the non-interest-bearing 
debt. 

5. Name the kinds of obligations issued by the Treasury. 

6. Describe Treasury bonds and notes from the standpoint of maturity, re- 
demption feature, and trading market. 

7. Distinguish between Treasury bills and Treasury certificates of indebtedness. 

8. Discuss the significance of United States Savings bonds. 

9. Discuss the nature of United States Treasury Savings notes. 

10. Discuss the nature of Panama Gold 3’s, Conversion Gold 3^s, Postal Savings 
Gold 2 ^% Depositary 2^s^ Adjusted Service 3^s and 4|'s. 

11. Discuss the nature of the indirect debt of the federal government. 

12. Are Treasury obligations secured or unsecured? * 

13. Name two tests of federal government bonds. 

14. What are the government's chief sources of revenue? 

15. Discuss the relation between the government's ability to pay on the one 
hand and the national income on the other. 

18. Discuss the record of the government's willingness to pay, 

17. Discuss the tax position of federal government bonds with reference to fed- 
eral and state taxes. 

18. Describe the important features of the federal government bond market. 

19. Discuss the investment position of federal government bonds. 

^ Government bonds sold in the 70's in 1921 not because of feftr for the credit of the 
government but because of the high interest rates prevailing at that time. 
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Assignment 

(a) Compute the price on a TJ. S. Treasury bond selling at 100.3. 

(b) Compute the accrued interest on a U. S. Treasury 2| per cent bond, interest 
payable March 15 and September 15, bought on Monday, March 2, 1944. 
Compute the accrued interest on the same bond bought on Tuesday, Novem- 
ber 16, 1945. 

(c) Account for the difference in quotation on the following U. S. Treasury bonds: 

Issued Maturity Bid Asked 

2^s Dec. ’ 8, 1939 . . . 1948-1950 . . . 104.10 104.12 

2’s Jan. 15, 1942 . . . 1949-1951 . . 101.27 101.29 

(d) Interpret the maturity on U. S. Treasury 2|’s of 1967-1972. 

(e) Interpret the price of U. S. Treasury notes selling at 100.18+ . 

(f) Account for the difference in price of the following U. S. Treasury bonds: 

Bid Asked 

100 22 100.24 

104.30 105.00 


2i’s, June 15, 1967-72 
2W Sept. 15, 1967-72 
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State debt. State governments borrow funds through the issuance 
of bonds principally to finance the construction of long-term im- 
provements such as highways, park developments, state institutions, 
grade-crossing ehmination, and waterways, and to finance emergency 
tinemployment relief. The total debt of New York State in 1944, 
for example, amoimted to $611,915,500 and consisted of bonded 
debt of $611,108,000 and temporary capital loans of $807,500; 
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Term Bonds: 

Highways 

. $ 80,000,000 

$ 80,000,000 

Palisades Interstate Park . . . 

5,000,000 

5,000,000 

Forest preserve 

2,500,000 

2,500,000 

Canals 

. 141,000,000 

141,000,000 

Total 

. $228,500,000 

$228,500,000 

Serial Bonds: 

Highways 

. $ 10,800,000 

$ 11,200,000 

Forest preserve ....... 

2,700,000 

2,800,000 

Canals 

3,672,000 

3,808,000 

Institutions — buildings .... 

54,900,000 • 

58,500,000 

Park system 

8,701,000 

9,112,000 

General improvement .... 

54,390,000 

- 58,245,000 

Grade-crossing elimination . . . 

. 139,415,000 

143,315,000 

Emergency construction . . . 

28,600,000 

30,600,000 

World War bonus 

10,800,000 

12,600,000 

Emergency unemployment relief , 

41,600,000 

60,000,000 

Housmg 

27,130,000 

19,200,000 


$382,608,000 

$409,380,000 

Total bonds 

. $611,108,000 

$637,880,000 

Temporary capital loans: .... 

807,500 

3,723,000 

Grand total 

. $611,915,500 

$641,603,000 


Restrictions on debt. Many states have placed restrictions upon 
the creation of state debt.^ The most common restrictions provide 
that the credit of the state cannot be uspd for private benefit, that 

* New Hanxpsiure, Vermont, Massachusetts, and Connecticut have no constitutional 
restrictions on the creation of state debt. 
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bonds may be issued only for long-term improvements, and that 
large issues must be approved by a popular referendum. Arkansas 
adopted a constitutional amendment in 1934 which provided that 
no new bonded debt pledging the faith and credit of the state could 
be issued without the consent of the electorate except for refunding 
purposes and for assuming and refunding valid road-improvement 
district bonds. In addition to the usual restrictions mentioned 
above, New York requires that all bonds must be serial in form, 
that all bonds must mature within the estimated life of the improve- 
ment, and that the proceeds of each issue must be segregated into 
a special fund to be used only for the designated purpose and not 
combined with the general funds of the state. Over half of the total 
bonded debt of New York in 1944 consisted of serial bonds. The 
State Constitution was amended m 1938 to permit the issuance 
of callable bonds. A legislative act passed in 1943 specified the 
maximum maturity for certain bonds by providing for general 
improvement bonds up to forty years, grade-crossing bonds up to 
forty years, and housing bonds up to fifty years, but granted the 
State Comptroller permission to issue serial bonds for a lesser period. 
Under these amendments, the state issued $12,000,000 of grade- 
crossing bonds in 1943 with a maturity of twenty years but callable 
after ten years. They mature at the rate of $600,000 annually up 
to and including 1963. This issue marked the first time the state 
had borrowed for twenty years instead of forty for grade-crossing 
elimination purposes and the first time that it had issued a callable 
bond. 

State expenditures. The expenditures of a state consist of ex- 
penditures for operating expenses and debt service and for capital 
purposes. Expenditures for debt service include the annual interest 
charges and the provision for repayment of the principal, which 
may involve the redemption of maturing serial issues or provision 
for a sinking fund. The debt service of New York State in 1940, 
for example, amounted to $55,000,000 and consisted of $36,000,000 
principal and sinking fund and $19,000,000 interest. 

Tests. State bonds, in general, like federal government issues, 
are debenture obligations and are secured simply by the promise 
of the state. Two tests may be applied to the analysis of state bonds : 
(a) capacity to pay and (b) willingness to pay. 

Capacity to pay. Like the federal government, the capacity 
of a state to rneet its obligations depends upon the taxing power 
and the revenue' derived from the taxes. The relative dependence 




Net debt 'percentage. The capacity of a state to meet its obliga- 
tions may be measured by three tests: (a) net debt percentage, 
(b) net debt per capita, and (c) debt service/total revenue re- 
ceipts. Net debt percentage is the relation between the net debt 
of the state and the assessed value of taxable property in the state. 
Net debt represents the gross debt less siniing funds and self- 
supporting -debt. Since sinking funds and self-supporting debt 
do not represent a burden on the taxpayer, they are eliminated 
from the gross debt in order to determine the net debt for the sup- 
port of which taxes must be levied. For example. New York State 
with a gross debt of $611,915,500 and sinking funds of $149,327,733 

* Moody’s Investors Service, Government Securities Manual, 1945, p. n 25 , 
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had a net debt of $462,587,767. Some states, on the other hand, 
are classed as debt-free states. This does not necessarily mean that 
the state is free of debt but rather that it has accumulated a sinking 
fund equivalent to the gross debt. For example. North Carolina 
in 1945 had a gross debt of $47,501,000 and sinking fimds of $6,750,- 
000. A legislative act transferred $51,585,000 from the general 
fund surplus to the sinking fund, thereby increasing the sinking 
fund to $58,335,000. 

The assessed valuation of taxable property in a state represents 
the property available for taxation in support of the net debt. A 
net debt of $462,587,767 for New York State, for example, repre- 
sented 1.8 per cent of the assessed valuation of $25,053,937,000. 

The appraisal of the net debt percentage, however, is limited 
by two factors. In the first place, assessment methods vary greatly 
throughout the state and the country. A net debt percentage of 2^ 
per cent in a state using an average appraisal basis of 80 per cent 
of market value is equivalent to a net debt percentage of 2 per 
cent on a 100 per cent rate of assessment. For example, a state 
with a net debt of $100,000,000 and an assessed valuation of $4,000,- 
000,000 on an 80 per cent rate of assessment has a net debt percent- 
age of 2| per cent ($100,000,000/$4,000,000,000). On a basis of 
100 per cent rate of assessment, however, the total assessed valu- 
ation would be $5,000,000,000 and hence a net debt percentage 
of 2 per c§nt ($100,000, 000/$5,000,000,000). In like manner, a 
net debt of $100,000,000 on an assessed valuation of $2,500,000,000 
with a 40 per cent rate of assessment would show a net debt per- 
centage of 4 per cent. On a 100 per cent rate of assessment, the 
net debt percentage is 1.6 per cent ($100,000,000/$6,250, 000,000). 
The average rate of assessment in New York State in 1944 was 
92.48 per cent compared with 92.22 per cent in 1943 and 89.43 
per cent in 1942. On a 100 per cent basis in 1944, the estimated 
true valuation in the state was $27,091,194,000 and the net debt 
percentage 1.7 per cent. In the second place, the state receives 
the greater part of its revenue from sources other than general 
property taxes; some states do not levy a general property tax. 

Net debt per capita. Net debt per capita seeks to express the 
debt burden in terms of population. For example. New York with 
a net debt of $462,587,767 in 1944 and a population of 13,479,142 
had a net debt per capita of $34.32, compared to $36.80 in 1943 
and $38.41 in 1942. In analyzing the net debt per capita, however, 
consideration must be given to the growth in population of the 
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state relative to that of the country as a whole. It is reasonable 
to expect a state to enjoy a rate of increase comparable to the coun- 
try in order to maintain its economic position. The rate of increase 
of New York, for example, has compared very favorably with that 
of the entire country. The rate of increase has been as follows : 



U S, 

N Y 

1900 . . 

. . . 20 7% 

216% 

1910 . . . 

. . 210 

24 6 

1920 . . . 

. . . 14.9 

14 2 

1930 

. . . 16.1 

21.1 

1940^. . . 

. . . 70 

71 


Furthermore, a state with a large amount of wealth can more con- 
veniently carry a higher per capita net debt than a state with niore 
limited wealth. A net debt per capita of $41.62 for New York State 
represents no greater burden to the state than a net debt per capita 
of 128.39 for South Carolina. 

Debt service /total revenue receipts. The capacity to pay may be 
further tested by the relation of the annual debt service to the total 
receipts. The annual debt service comprises interest, repajrment 
of principal on serial bonds, and appropriations for sinking funds. 
The debt service of New York State in 1944 amounted to $48,631,- 
412, or 10.7 per cent of the total revenue received. As a rule', the 
debt service of a state represents less than 16 per cent. 

WiUingness to pay. The sovereign position of the state makes 
willingness to pay a very important factor to invesfors in state 
bonds. Under the Federal Constitution, the state is not subject 
to interference from the federal government. This was definitely 
established by the Tenth and Eleventh Amendments. The Tenth 
Amendment, effective December 16, 1791, provided that: “The 
powers not delegated to the United States by the Constitution, 
nor prohibited by it to the States, are reserved to the States re- 
spectively or to the people.” When in 1793 Chisholm, a citizen 
of the State of North Carolina, holding a defaulted bond of the 
State of Georgia, sued the State of Georgia in the federal courts, 
his right to sue was upheld,* The Eleventh Amendment, adopted 
to protect state sovereignty, provided that “the judicial power of 
the United States shall not be construed to extend to any suit in 
law or in equity, commenced or prosecuted against any one of the 
United States by Citizens of another State, or by Citizens or Sub- 
jects of any Foreign State.” In other words, while one state may 

^ CMsliolm V. Georgia, 2 Ball. (tJ. S.) 419. 
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sue another, state, an individual, personal or corporate, cannot 
sue a state without the latter’s consent. The Constitution of New 
York State, however, specifically grants this permission:^ 

The legislature shall annually provide by appropriation for the payment of the 
interest upon and installments of principal of all debts created on behalf of the 
State ... as the same shall fall due, and for the contribution to all of the sinking 
funds. ... If at any time the legislature shall fail to make any such appropriation, 
the comptroller shall set apart from the first revenues thereafter received, appli- 
cable to the general fund of the State, a sum sufficient to pay such interest, install- 
ments of principal, or contributions to such sinking funds, as the case may be, and 
shall so apply the moneys thus set apart. The comptroller may be required to set 
aside and apply such revenues ... at the suit of any holder of such bonds. 

Default record. The willingness of states to meet their obligations 
may be judged in part by the record. The record, however, is not 
entirely free of defaults. At three different periods, numerous 
states have defaulted in the payment of interest and principal 
on outstanding bonds.® In most cases the defaults represented 
repudiation rather than postponement of the payment. In more 
recent years the State of Arkansas attempted to force holders of 
its bonds to accept new bonds at a lower rate of interest by refusing 
to continue interest payments on the older issues.® Analysis of 
the record of the states shows that when the debt burden becomes 
excessive and the tax burden too heavy, states do repudiate their 
bonds. Legally, the debt service ranks equally with the operating 
expenses in a claim against the tax revenues. In some instances, 
however, budget deficits have led the states to subordinate ,the 
claim of the debt service. In the last analysis, therefore, willingness 
to pay is closely related to convenience and convenience is largely 
dependent upon capacity. 

Tax-rate limitation. The capacity of a state to pay must be 
considered m terms of the nature of the constitutional limitation, 
if any, on the tax rate. Some states include the debt service in this 
limitation; others exclude the debt service. For example, Alabama 
limits state taxation to 0.65 per cent of taxable property,'’ and 
North Carolina restricts the state tax to five cents on one hundred 

^ Article VIIj section 16, State Constitution. 

6 During 1840-1842, 1848-1860, and 1865-1883. 

® The older issues carried coupon rates ranging from 4^ to 5 per cent. Under a refund- 
ing program adopted in 1934, however, provision was made for the eventual payment 
of interest in full. 

^ In 1911 the legislature changed the basis of assessment from 100 per cent to 60 per 
■ cent; consequently, since that date only 0.39 per cent (60 per cent of 0.65) of the full 
value has been levied. 
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dollars of property value,* without exception in each instance for 
debt service. The Constitution of South Carolina, on the other 
hand, places no liroit upon the rate of property taxes which may be 
levied by the state. The Constitution of New York State provides 
that if annual appropriations are not made for the debt service 
charges by the legislature, the State Comptroller must make such 
provision from the first general revenues thereafter received. In 
1943 Arkansas adopted a law which is applicable in instances where 
the specific funds from which direct obligations are payable become 
depleted so that default of principal or interest seems imminent. 
Under the law the State Investment Board may purchase such 
securities out of state treasury balances for bond purchase account 
and redeem the securities later from money received by the respec- 
tive funds. 

Investors in state bonds must rely primarily upon the good faith 
of the state and should prefer the obhgations of those states which 
pledge their "full faith and credit,” whose constitutions provide 
for unlimited taxation for debt service, and whose tax revenues 
are adequate. 

Position of state bonds. The market for state bonds is largely 
institutional, the demand coming from banks, trustees, and insur- 
ance companies and from some wealthy individual investors. The 
appeal arises from the tax-exemption features, eligibility as legal 
investments, and acceptability for surety deposits. Interest on 
state bonds is fully exempt from federal income taxes upon the 
principle of reciprocal freedom from taxation as stated by the 
United States Supreme Court in Pollack v. Farmers’ Loan & Trust 
Company;* 

As the states cannot tax the powers, the operations, or the property of the 
United States, nor the means which they employ to carry their powers into execu- 
tion, so it has been held that the United States have no power under the Constitu- 
tion to tax either the mstrumentalities or the property of a State. 

The interest on many state bonds is fully exempt from state income 
taxes by the state of issue if locally owned. The interest may be 
taxed, however, by another state if located or owned in the taxing 
state.^® The appeal of state bonds for surety deposits arises out 

® The state has not levied a general property tax since 1920. 

» 157 U. S, 429, 584 (1895). 

In October, 1881, the United States Supreme Court decided in the case of Bona- 
parte V. Tax Court (104 U. S 592) that the Constitution does not prohibit a state from 
including in the taxable property of her citizens so much of the debt of another state 
as they hold regardless of whether the debtor state may exempt such debt from taxation 
or actually tax it. 
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of the fact that they may be used by banks in lieu of surety bonds 
to guarantee the safety of deposits of state funds and by insurance 
companies under the state laws requiring policy guarantees. 

Review Questions 

1. Name the purposes for which state governments borrow. 

2. Name the usual constitutional restrictions upon the creation of state debt. 

3. Name the restrictions in New York State 

4. Name two general classes of state expenditures. 

6. Indicate the two tests of a state bond. 

6. Are state bonds secured or unsecured? 

7. Indicate the source of the capacity of a state to pay. 

8. Indicate the sources of revenue of New York State. 

9. Name three tests of a state’s capacity to pay. 

10. Explain the computation of net debt percentage and net debt per capita. 

11. Indicate the limitations to the interpretation of net debt percentage and 
net debt per capita. 

12. Indicate the items included in the annual debt service. 

13. Discuss the relation of debt service to total revenues. 

14. Discuss the legal position of the holder of a state bond which is in default. 

15. Discuss the record of state defaults. 

16. Indicate the priority of claim of debt service and operating expenses against 
the tax revenues 

17. Explain the relation between debt and tax burden on the one hand and 
default on the other. 

18. Explain the nature and significance of a constitutional limitation on the tax 
rate. 

19. Discuss the tax position of state bonds. 

20. Comment on the market for state bonds. 

Assignment 

(a) Compute the net debt percentage (on a 100 per cent basis) and net debt per 
capita from the following data: 


Assessed valuation . . $25,753,000,000 

Total bonded debt 635,544,000 

Sinking fimds 145,372,000 

Population ... 13,479,142 

Average rate of assessment 80 % 
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Introduction. Municipalities are public corporations organized 
under a general corporation law of the state or by special charter 
under a separate legislative act and possessing certain powers dele- 
gated by the state which permit them to act as agencies for local 
administration. Municipalities raise the necessary funds to finance 
their activities by levying taxes and by borrowing. 

Kinds of agencies. Municipal bonds are issued by three types of 
agencies: (a) regular governmental units, such as counties, cities, 
towns, villages, and boroughs; (b) special tax districts, such as 
school districts or sewer districts; and (c) statutory authorities, 
such as bridge authorities or port authorities.^ 

Purposes of borrowing. The purposes for which a municipality 
may borrow are usually stated either in the state constitution or in 
the municipal charter. In general, municipal bonds are issued to 
finance such public improvements as buildings, fire equipment, 
parks, schools, sewerage disposal plants, water supply facilities, 
street improvements, and many other improvements. 

Bond maturities. In recent years many states have prohibited 
the issuance of municipal bonds with maturities beyond the esti- 
mated life of the improvement financed by the issue of the bond. 
The New York State Constitution requires the legislature to fix 
the maturities for various types of bonds issued by counties, cities, 
towns, and districts in the state. In accordance with this provision, 
legislation ha^ been adopted which seeks to assure that bonds 
issued by the local governments will not remain outstanding after 
the project for which they have been issued has ceased to be useful. 
The periods of probable usefulness set by the law are 50 years for 

^ State bonds are also considered as a class of municipal bonds in tbe securities mar- 
kets. The bond issues used in compiling the Dow-Jones municipal yield index include 
the following state bonds: New York State 4’s, North. Carolina 4’s, Illinois 4’s, Missouri 
4’s, and California 4’s. 
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water systems, docks, and rapid transit; 30 years for grade-crossing 
elimination; 20-40 years for bridges and tunnels; 20 years for sewer 
systems and electric light and power or gas systems; 10 years for air- 
ports and parks; 5-10 years for roads; 5 years for fire apparatus; and 
varying periods for buildings according to the type of construction. 

The New York law also provides that bonds must mature in 
annual installments. The first installment must be paid not more 
than one year after the date of issue or not more than two years 
after the date of the certificates of indebtedness or notes issued in 
anticipation of the sale of the bonds. The last installment must 
mature not later than the expiration of the period of probable use- 
fulness of the object or purpose for which the bonds were issued. 
In no event may the last installment be more than forty years, 
except as expressly authorized. No installment may be more than 
50 per cent in excess of the smallest prior installment. 

Classes of bonds. Municipal bonds are either general or limited 
obligations. General obhgations are those for which the full faith 
and credit of the municipality is pledged. The municipality agrees 
unconditionally to pay the obligation from the general revenues. 
Limited obligations, on the other hand, are payable solely out of 
special assessments or revenues. Limited obligations consist of 
special assessment bonds and revenue bonds. 

Special assessment bonds. Special assessment bonds are some- 
times issued to finance such improvements as streets, sewers, or 
sidewalks. To meet the interest and prmcipal of these obligations, 
the municipality levies special assessments (which are in addition 
to the regular taxes) upon the property legally benefited by the 
improvement and earmarks the revenues received from those special 
assessments for the support of the debt service on the bonds. Some 
special assessment bonds are a claim against the special assessments 
levied and collected but, in addition, the municipality pledges that 
if the proceeds of the special assessment prove inadequate the 
bonds win become a charge against the full faith and credit of the 
municipality. Other special assessment bonds are payable only 
from the money collected from the special assessments. The munic- 
ipality simply acts as trustee and is, not legally bound to pay the 
interest or principal. It is liable only for due diligence in levying 
and collecting the special assessments and in appl5dng the proceeds 
to the payment of the bonds. Seattle, Washington, for example, , 
has had outstanding $11,108,922 of assessment bonds which were 
a lien solely against property in specific districts. 



2t6 


INVESTMENT ANALYSIS 


Revenue bonds. Municipal revenue bonds are .bonds issued by a 
municipality to finance the construction, acquisition, enlargement, 
or improvement of a public utility facility, such as a water works 
or an electric light and power plant.^ The bonds are payable out 
of the revenues derived from the operation of the project. Seattle, 
for example, has outstanding municipal revenue bonds consisting 
of water revenue bonds, light and power revenue bonds, and street 
railway revenue bonds. The principal and interest of the bonds 
are payable solely from the revenues of the respective utilities. 
Under a revenue bond the municipality agrees to operate the prop- 
erty and to use the receipts for the payment of the debt. It does 
not agree, however, to levy taxes or to make appropriations from 
the general fund in the event the utility revenues prove inadequate 
to meet the debt service on the revenue bonds. 

The increase in the use of this type of bond has been especially 
rapid since 1930 — a period characterized by a marked increase m 
public ownership of utility properties. Municipahties have been 
attracted to the use of those bonds as a means of keeping down 
(a) the regular debt, since revenue bonds are not included in the 
direct debt, and (b) the tax rate, since the revenue bonds are not 
payable out of the general taxes.^ In Seattle, limited obligations have 
represented approximately 80 per cent of the total debt, while 
direct obligations have been less than 20 per cent. Revenue bonds 
have accounted for almost 70 per cent of the city’s total debt. 

Revenue bonds have been considered as equal to general lien 
bonds on the groimd that they are a lien against projects that are 
self-supporting, self-liquidating, and independent of tax collections. 
In some instances the interest on revenue bonds has been paid 
in full while the city has been in default in the payment of interest 
on its general lien bonds. In other instances, however, declining 
revenues have threatened interest payments on some' revenue bonds. 
The best record has been made by revenue bonds issued To finance 
water works. The low default record in those bonds has been due in 
large part to the fact that municipal water works have a monopoly 
on a fundamental service which is indispensable to individual con- 
sumers. 

Tax districts. Tax districts represent a special form of municipal 
government created for a specific limited purpose, that is, schools, 
-parks, sewers, hospitals, irrigation, drainage, flood control, and 

® Regular governmental units and tax districts occasionally issue revenue bonds, 
but statutory authorities use this type of financing almost exclusively. 

® See page 219. 
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roads. Typical of these districts are the Toledo City School District 
(Ohio), Chicago Park District (Illinois), Chicago Sanitary District 
(Ilhnois), Fairfax Drainage District (Kansas), and Miami Con- 
servancy District (Ohio). A tax district may encompass part or 
all of a city or it may include several cities. The Board of Education 
of the city of Chicago, for example, is the corporate title of a tax 
district comprising the same territory as that included within the 
boundaries of the city of Chicago. The Supreme Court of Illinois 
has held that the school district is a separate and distinct corpora- 
tion and that the board can legally establish a debt-incurring power 
separate from that of the city of Chicago. The Albany Port District 
was created by an act of the New York State Legislature to supple- 
ment the work of the federal government in its project to open the 
Hudson River to deep-water navigation and is coextensive with 
the cities of Albany and Rensselaer, located on opposite sides of 
the Hudson River. It is a state agency but was created under the 
joint auspices of the federal and state governments. The federal 
government originally appropriated over $11,000,000 for the dredg- 
ing of a channel in the Hudson River and, in addition, provides an 
annual fund of $300,000 for maintenance of the channel. The District 
has erected and maintains port facilities.^ The Miami Conservancy 
District in Ohio was organized in 1915 as a political subdivision 
of the state for the prevention of floods. It embraces 169,600 acres 
along the Miami River and covers portions of nine counties and 
includes the cities of Dayton, Hamilton, Middletown, Piqua, and 
Troy. 

A tax district, like a regular governmental unit, has the power 
to levy taxes upon property within its jurisdiction. The payment 
of taxes levied by the district is just as mandatory upon the property 
owner as the payment of general taxes. 

Investment position. The investment position of tax district 
bonds depends upon (a) the purpose for which the district was 
created and (b) the taxable wealth in the district. Experience of 
investors with school and port district bonds has been more favor- 
able than with road, drainage, or irrigation district bonds. The 
excellent record of school district bonds, as a class, has been due 
to the fact that (a) education is accepted as a basic need in every 
community, and (b) the greatest expansion of these facilities has 
occurred in rapidly developing areas. The poor record of drainage 

^ The District is governed by a commission of five members, four of whom must be 
residents of the city of Albany and one of the city of Rensselaer. 
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and irrigation district bonds, on the other hand, has been due largely 
to the fact that heavy assessments have materially increased farm 
overhead beyond the ability of the taxpayers to pay. 

Authorities. Authorities are public corporations created by a 
special act of the legislature to finance the construction and opera- 
tion of such revenue projects as bridges, power plants, and port 
facilities. They differ from municipahties and tax districts in that 
they do not possess the power to tax but must depend upon the 
projects to produce the necessary revenues. The Port of New 
York Authority is a municipal corporate instrumentality of the 
state of New York and of New Jersey, created with the consent 
of Congress by the compact of April 30, 1921, between the two 
states, to carry out a pledge of “faithful cooperation in the future 
planning and development of the Port of New York.” ‘It is a public 
corporation governed by a board of twelve commissioners, six 
from each state, and is authorized to purchase, construct, lease, 
and operate terminal and transportation facilities within the Port 
of New York district, to make charges for the use of those facilities, 
to hold, lease, and operate real and' personal property, to borrow 
money, and to secure loans by bonds and mortgages. The Authority 
does not have the power to le'vy taxes but must derive its income 
from tolls, rents, and other charges for the use of its bridges, tunnels, 
and terminal buildings. The district comprises an area approxi- 
mately 25 nodles in radius and includes the city of New York and 
sections of Newark, Paterson, Passaic, Jersey City, and Hoboken. 

The Pennsylvania Turnpike Conunissipn was authorized to 
construct, operate, and maintain a toll turnpike through the Alle- 
gheny Mountains. The turnpike, which is 161 miles long, extends 
from Middlesex, near Harrisbmrg, to Irwm, near Pittsburgh. The 
bonds issued to finance the project are supported by the revenue 
derived from tolls. 

The Washington ToU Bridge Authority was created as an agency 
of the state of Washington and constructed the Tacoma Narrows 
Bridge and the Lake Washington Bridge. The bonds issued to 
finance the projects were supported by toll charges. The former 
bridge collapsed in November, 1940. Insurance companies paid 
to the Authority $240,000 as use and occupancy insurance and 
$4,000,000 as multiple risk insurance. In October, 1941, all of the 
bonds secured by the revenues of the Tacoma Bridge were retired 
at 104 and interest. 

While the strength of authority bonds depends upon the toll 
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revenues, more fundamentally it rests upon the strategic importance 
of the project. Thousand Islands Bridge Authority issued bonds 
ia 1937 to finance the Thousand Islands bridges connecting the 
United States and Canada at Alexandria Bay, New York. These 
bonds were secured by the revenue derived from tolls collected 
from users of the bridge. The decline in bridge revenue following 
the opening of war m September, 1939, resulted in those bonds 
going into default in September, 1942. The bonds of the Port of 
New York Authority, as originally issued, were secured basically 
by the toll revenues of the specific project for which they were 
issued. The varying profitable operation of each of the projects 
was reflected in the market prices of the respective issues. The 
Authority has since refunded those issues into new bonds which, 
in contrast to the old, are secured equally and ratably regardless 
of issue or purpose by a pledge of the net revenues of all the projects 
operated by the Authority. 

Net debt. Analysis of municipal debt involves consideration of 
gross and net debt. The gross debt of a municipality represents all 
obligations issued by it. It includes, however, bonds which are 
sustained by self-supporting projects and bonds for which a sinking 
fund has been established. Bonds which are sustained by self- 
supporting projects are not a burden on general taxes. By the same 
token, to the extent that a sinking fund has been built up on a 
direct obhgation of the mimicipality, the tax burden is reduced. 
The real burden upon the tax revenues is the net debt, which is 
calculated as the gross debt less self-supporting debt and sinking 
funds on the direct debt. For example, the city of Baltimore, Mary- 
land, with a total debt of $168,896,000, which included $56,982,562 
of self-supporting bonds, had a direct debt of $111,913,438. Inas- 
much, however, as the city had a sinking fund of $29,745,003 for 
the direct debt, the net direct debt of the city was $82,168,435. 

Debt limit In most states the borrowing capacity of municipal- 
ities is restricted by a net debt limit. This net debt limit is usually 
expressed as a maximum percentage of the assessed valuation of the 
taxable property in the municipality. The limits range from 2 per 
cent in Kentucky to 20 per cent in Florida.® The net debt-incurring 
power of New York City, for instance, is limited to 10 per cent of a 
five-year average of total assessed value of taxable real estate. The 

'Municipalities have avoided debt-limit restrictions by raising the rate of Msess- 
ment, by creating tax districts, or by issuing revenue bonds either directly or indirectly 
through the creation of statutory authorities. 
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debt-incurring power of New York City on a recent date was as 
follows : ® 


Total debt-incurring power $1,602,141,742 

Gross funded debt , . .... 2,942,065,797 

Exempt funded debt 1,239,291,^729 

Non-exempt funded debt . . . . 1,702,774,068 

Net sinking funds and debt service on non-exempt debt 429,732,657 

Funded debt within limit . . 1,273,041,411 

Net land and contract liability-Cr 50,594,522 

Total debt within limit 1,223,635,933 

Remaining power within limit . . . . 378,505,809 

Reservations and authorized ... . . 198,298,791 

Unreserved margin , .... ... .... $ 180,207,018 


The total debt-incurring power of $1,602,141,742 represented 10 per 
cent of the five-year average of assessed value of taxable real estate. 
The city’s gross funded debt of $2,942,065,797 included exempt 
funded debt of $1,239,291,729, which consisted of the following 
bonds not included in the constitutional limitation: 

Water supply bonds . . $582,498,823 

Dock bonds . . . ... 60,412,000 

Rapid transit bonds . . ... 596,380,906 

$1,239,291,729 

The non-exempt funded debt of $1,702,774,068 less the net sinking 
funds and debt service on the non-exempt debt of $429,732,657 
left a funded debt within the debt limit of $1,273,041,411. A net 
land and contract liabihty credit of $50,594,522 decreased the total 
debt within the debt limit to $1,223,635,933. The remaining legal 
debt-incurring power of $378,505,809 was further reduced by reser- 
vations and authorized debt of $198,298,791, leaving an unreserved 
margin of $180,207,018. 

Analysis of municipal bonds. The analysis of municipal bonds 
involves consideration of three factors : capacity to pay, wilhngness 
to pay, and legality of issue. 

Capacity to pay. The capacity of a municipality to pay its obli- 
gations rests upon its taxing power. The chief sources of tax rev- 
enues are real property, personal property, and franchises. The 
total real property ia a municipality includes taxable property and 
non-taxable private and public property. For example, approxi- 
mately 70 per cent of the total real property in New York City is 
taxable and 30 per cent non-taxable. The non-taxable property 
consists of property owned by the city itself, by the federal govem- 

* Report of tbe Comptroller, City of New York. 
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ment, by New York State, and by religious, educational, and other 
tax-exempt organizations. Obviously the basic source of tax revenue 
is the taxable property. 

In many municipalities personal property also is taxable. The 
city of Baltimore, Maryland, for instance, reported that approxi- 
mately 30 per cent of the reported assessed valuation represented 
the assessed valuation of personal property. As a rule, however, 
tax ofl&cials usually face the practical problem of appraising such 
property, with the result that payment on it is easily evaded. 

Franchise valuations refer to that part of the property of public 
utility companies which is located on public property and is usually 
calculated on the basis of both the tangible property employed 
and the intangible right to occupy the public property. The tax 
rate on franchise valuation is generally the same as on real property. 

Ratio analysis. The capacity of a municipality to meet its obli- 
gations is usually measured by two ratios: net debt percentage and 
net debt per capita. 

Net debt percentage. The net debt percentage expresses the rela- 
tionship between the net debt, which must be supported by taxes, 
and the assessed valuation of taxable property, which is the chief 
source of the tax revenues. For example, a city with a net debt 
of $82,168,435 and assessed valuation of $1,664,037,410 has a net 
debt percentage of 4.9 per cent. 

Net debt per capita. The net debt per capita expresses the rela- 
tionship between the net debt and the population and indicates 
the amount of net debt per person. A city with a net debt of $2,447,- 
741,314 and a population of 7,454,995 has a net debt per capita of 
$328.35. Proper interpretation of this ratio, however, requires 
consideration of assessed valuation per capita and tax revenues 
per capita. A high net debt per capita is no great cause for concern 
if accomparded by a correspondingly high assessed valuation per 
capita and high tax revenues per capita. 

Limitations. The analysis of the capacity of a municipality to 
meet its obligations must take into consideration several limiting 
factors : tax rate limitation, overlapping tax districts, rate of assess- 
ment, and the tax rate. 

Tax-rate limitation. While fundamentally the assessed valuation 
represents the property value subject to taxation for the support of 
the credit of the municipality, many states place a limit on the tax 
rate by specifying a maximum rate. For example, Alabama, Arkan- 
sas, Indiana, Michigan, Nevada, Ohio, Pennsylvania, Texas, Wash- 
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ington, and West Virginia have tax limit legislation of one kind or 
another. 

The tax rate hmitation unposed by the state upon municipalities 
may include or exclude the debt service. The tax rate limitation in 
Michigan, Arkansas, and Nevada, for example, includes the debt 
service. Michigan limits the aggregate of all property taxes for all 
units of government for all purposes to 15 mills ($15 per $1,000) of 
valuation. Arkansas places a tax rate limitation on cities of $5 per 
$1,000 for debt and for general purposes. Nevada provides that the 
total tax levy in any municipality for all purposes, including levies 
for bonds, shall not exceed five cents on each dollar of assessed 
valuation. On the other hand, some states, such as New York and 
Indiana, exempt the debt service from the tax rate limitation. 
In those instances the tax limitation applies to operating expenses 
but does not apply to the debt service. While many municipalities 
in New York, for example, are limited to a total tax rate of 2 per 
cent ($20 per $1,000), the limitation does not apply to the debt 
service. 

Obviously tax-rate limitation, which includes debt service, ad- 
versely affects the credit position of the municipahty. The extent 
to which such a limitation may affect the position of municipal 
bonds was illustrated by the experience of the city of Richmond, 
Virginia. When the proposal to create a greater Richmond was 
made, one difficulty encmmtered was the disparity between the 
tax rates of the city proper and of the suburban territory to be 
annexed to the city. To appease the voters of the suburban area, 
it was agreed that the tax rate in the annexed area would liot be 
increased for five years. Under those circumstances Richmond 
could not sell an unlimited tax obligation. The lack of unlimited 
taxing power cost the city about one quarter of 1 per cent on an 
issue offered subsequent to the consolidation. The restriction of a 
tax-rate limit also tends to encourage municipalities to finance 
their needs either by revenue bonds or by tax district bonds, neither 
of , which are directly part of the tax load, or by the over-assessment 
of property. On the other hand, bonds issued by municipalities 
where there is no tax-rate limitation or where the tax-rate limit does 
not include debt service are commonly known as unlimited tax 
bonds. Usually they enjoy a better investment rating than limited 
tax bonds. 

Overlapping tax districts. The determination of the debt which 
. rests upon the assessed valuation involves consideration of over- 
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lapping, underlying, and coterminous tax districts. Debts of the 
larger geographic areas are usually referred to as overlapping, 
those of the Smaller units as underlying, and those of units with 
the same boundaries as coterminous. For example, the city of 
Albany, New York, reported a net debt of $14,630,429, assessed 
valuation of $240,160,139, and a population of 130,577. On this 
basis the city had a net debt percentage of 6.0 per cent and a net 
debt per capita of $112.04. This statement, however, did not give 
recognition to the fact that the actual debt burden upon the assessed 
valuation of -Albany also includes that city’s share of the debt of 
the Albany Port District. 

The Albany Port District is coextensive with the cities of Albany 
and of Rensselaer, located on opposite sides of the Hudson River. 
Bonds issued by the District, which amounted to $6,475,000, are 
payable from unlimited ad valorem taxes levied on all taxable 
property in the cities of Albany and Rensselaer. Taxes are appor- 
tioned on the basis of 87.89 per cent for Albany and 12.11 per cent 
for Rensselaer, with the result that Albahy is liable for $5,690,878 
($6,475,000 X 87.89 per cent) of the District bonds. The total net 
debt resting upon the assessed valuation of Albany is $20,321,307 
rather than $14,630,429. On this basis the city of Albany has a 
net debt percentage of 8.7 per cent and a per capita debt of $155.62.^ 

Other illustrations of the significance of overlappiug debt in 1944 
were found ia the cities of Chicago, Los Angeles, and Philadelphia. 
Those cities reported a net direct debt of $45,478,000, $29,588,000, 
and $282,537,000, respectively. When consideration was given, 
however, to the overlapping debt, the total net direct and over- 
lapping debt was $256,008,000, $220,838,000, and $319,249,000, 
respectively. While Florida was engaged in its great boom in the 
1920’s which subsequently ended disastrously, many municipalities 
in the state were floating general lien and tax district bonds reck- 
lessly. In some iustances a dozen governmental units had floated 
debts each of which was a separate burden on property in the same 
small area. 

Rate of assessment. The rates at which property is assessed for 
tax purposes vary widely throughout the country, ranging from 
100 per cent to 37 per cent. The average rate of assessment is 
approximately 100 per cent m Idaho, 80 per cent in New York 
State, and 75 per cent in North Carolina. The average rate also 

7 Ila addition, consideration must be given also to the city’s share of the debt of Albany 
County. 
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may change from year to year. For example, the rate in New York 
State has increased from 84.45 per cent in 1937 to 92.48 per cent 
in 1944. For that reason a comparison of the net debt percentage 
of one community over a period of years or of one community with 
another involves consideration of the rate of assessment. Obviously 
a net debt percentage of 3 per cent for city A does not reflect a 
lower debt burden than 5 per cent for city B if the former employs 
a rate of assessment of 80 per cent compared with 40 per cent for 
the latter. On a 100 per cent basis, the assessed valuation is $500,- 
000,000 in each instance and the net debt percentage is 2.4 per cent 
in city A and 2.0 per cent in city B. 

Tax rate. By the same token, a comparison of the tax rate pre- 
vailing in two municipalities must be judged in the light of over- 
lapping tax districts and rates of assessment. For example, the 
city of Oakland, California, reported a tax rate of $52.40 per $1,000 
of assessed valuation compared to $51.93 for Los Angeles. These 
respective rates included taxes for tax districts as follows : 


Oakland Los Angeles 

County $11 90 $11.91 

City . . 21 90 17 12 

School 16 00 16 10 

Water 2.00 4 80 

Others ' ^ 2 00 

$52 40 $5193 


The rate of assessment in Oakland, however, was 35 per cent com- 
pared with 50 per cent in Los Angeles. On the basis of a 100 per 
cent rate of assessment, the tax rate for Oakland was $18.34, com- 
pared to $25.97 for Los Angeles. 

Willingness to pay. A mimicipality, unlike a state, is a corpora- 
tion and as such can be sued if in .default on its obligations. The 
usual procedure open to holders of municipal bonds in default is 
to obtain a court writ of mandamus which requires the municipal 
authorities to levy and collect sufl&cient additional taxes to meet 
the claim. For example, writs of mandamus were issued by the 
courts in 1937 against the city of Coral Gables, Florida, directing 
the city officials to make provision in the 1937-1938 budget for a 
six-year levy on four judgments totaling $171,356. Under the pro- 
visions of the writs, the city was required to include a total of $28,562 
for debt service in the budget in addition to interest and court costs 
during the first year and similar amounts each year thereafter until 
the total amount was paid during the sixth year. Under the Mu- 
nicipal Bankruptcy Act, however, a municipality may file a petition 
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stating that it is insolvent or unable to meet its debts as they mature 
and that it desires to effect a plan for the composition of its 
debts. 

Willingness of a municipality to meet its obligations is largely 
a matter of ability and good faith, the former being measxired in 
terms of capacity and the latter in terms of its financial history. 
Inability to pay has been too commonly pleaded as a reason for 
default when, in fact, the main reason has been unwillingness to 
levy higher tax rates. Some municipalities have attributed inade- 
quacy of tax revenues and inability to increase tax rates to tax- 
limit legislation. In any event, however, the real reason in most 
cases has been inability. For this reason the tax collection record 
must be considered as a measure of inability. A poor collection 
record is generally indicative of either inadequate collection ma- 
chinery, imaggressive collection poUcy, insuflBcient local income to 
support the present scale of governmental expenditures, or the 
presence of a large amount of unproductive real estate. 

Tax delinquencies present a problem to municipal administrators. 
If installment payments are accepted and liberal abatements of 
penalties allowed, taxpayers are encouraged to take advantage of 
the liberal terms granted delinquents.® Experience has shown that 
in years of business decline collections fall off, while in years of 
business recovery collections improve as back taxes are liquidated. 
The percentage of current taxes collected in New York City has 
averaged better than 90 per cent compared to approximately 80 per 
cent in Chicago. 

Legality of issue. Equally important is the legality of the issue. 
While bondholders may sue a municipahty to compel payment, a 
bond which has been illegally issued is invalid and uncollectible. 

Caveat emptor. Under the principle of “caveat emptor,” which 
TYifta.ns “let the buyer beware,” buyers of illegally issued bonds, 
which therefore are not valid obligations, may not plead ignorance 
or innocence. This principle is based on the fact that all negotia- 
tions involving the issue are open to public inspection and the 
laws governing the issue are a matter of public record. Investors 
buy at their own risk and may not plead ignorance of any defect 
should illegality later be established.® 

8 In South Carolina the tax lien of the county is valid for ten years but only for three 

years for cities and towns -ii. ■ 

» While in some instances the courts have held some municipal bonds with minor 
technical defects as valid obligations, the doctrine of “caveat emptor” is generally 
applied. 
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The procedure for the issuance of a municipal bond is prescribed 
by law. The violation or omission of any required provision in the 
procedure may be the basis of illegality. The most common specific 
causes of illegality have been: (a) inadequate authority under the 
municipal charter to issue the bonds; (b) issuance of the bonds for 
an unauthorized purpose; (c) violation or omission of any of the 
details prescribed in the procedure; or (d) issuance of bonds in 
excess of the constitutional or statutory debt l im it. In one instance, 
after bids had been received by a municipality and the bonds 
awarded, it was discovered that the maturities as set up in the issue 
did not conform with the requirements of the law under which 
they were- authorized. The deposit check had to be returned, the 
terms of the issue revised, and the bonds readvertised for sale. 

Legal opinion. For this reason the investor must rely upon the 
legal opinion which is the written opinion of a firm of recognized 
municipal bond attorneys that the bonds have been issued legally. 
The opinion usually states specifically that: (a) the bonds have 
been issued in accordance with constitutional legislation; (b) statu- 
tory authority was obtained; (c) the debt limit, if any, of the mu- 
nicipality will not be exceeded as a result of the issue; and (d) the 
statutory requirements for proper procedure have been carefully 
followed. To facilitate the sale of the bonds to investors after the 
bonds have been awarded, a number of states require cities to 
include in the instrument a validation clause which constitutes a 
predetermination of all points which might be the basis of litigation. 
As a result, the doctrine of estoppel prohibits the municipafity 
from advancing any clakn of illegality at a later date. It is signifi- 
cant, however, that such validation is not in effect in aU states. 

The advertisement inviting bids on the issue usuafiy states that 
the successful bidder will be furnished with a copy of the legal 
opinion which usually accompanies the delivery of the bonds. For 
exaihple, the prospectus accompanying the offering of $4,200,000 
of bonds by the city of Baltimore, Maryland, stated: 

These bonds, issued for Voting Machine, Public Buildings, Public Library and 
Water purposes, in the opinion of counsel, constitute valid and legally binding 
obligations of the City of Baltimore, Maryland, and said City of Baltimore has 
power and is obligated to levy ad valorem taxes for the payment of said bonds and 
the interest thereon upon all real property within said City subject to taxation by 
said City, without limitation of rate or amount. Legality approved by Messrs. 
Wood, Hoffman, King and Dawson, New York City. 

Market for mtmic^al bonds. Municipal bonds are traded over 
the counter through dealers who specialize in this field. Dealers 
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usually buy municipal bonds offered for sale by investors and carry 
them as inventory until they can place them with other investors. 
The risk of wide price fluctuations adversely affecting this inventory 
is limited, however, since municipal issues are less subject than 
corporate issues to daily economic, financial or political develop- 
ments. Dealers offer the securities to investors, institutional or 
otherwise, through salesmen and printed lists. 

The full-lot unit of trading is $10,000 par value. This figure 
arises out of two features of municipal bonds: (a) most issues are 
of small or medium size and (b) the larger issues are commonly 
serial bonds. While many large municipalities are frequent bor- 
rowers, each issue usually finances a specific improvement for which 
a relatively small amount of money is needed. On the other hand, 
the widespread use of serial bonds for large improvements has 
resulted in each maturity constituting a separate issue for trading 
purposes. For example. New York City sold $75,000,000 of bonds 
which for purposes of illustration may be referred to as series A, B, 
C, D, E, and F. Series A bonds for $14,700,000 were issued to 
finance the construction of an airport and were payable in twenty- 
nine annual installments. Series B, issued for various municipal 
purposes, amounted to $860,000 and were payable in four equal 
annual installments. Series C bonds for $7,290,000 consisted of 
$6,300,000 for various municipal purposes, $810,000 for construction 
of schools, and $180,000 for dock improvements. They were pay- 
able in nine equal annual installments. Series D for $11,750,000 
included $4,250,000 for various municipal purposes and $7,500,000 
for construction of schools and were payable in twenty-five equal 
annual instalhnents. Series E for $9,000,000 were issued to finance 
construction of rapid transit railroads and were payable in thirty 
equal annual instalhnents. Series F for $31,400,000 consisted of 
$7,000,000 for construction of rapidtransitrafiroads and $24,400,000 
for water supply. They were payable in forty equal annual install- 
ments. The serial maturities consisted of $8,150,000 maturing 
194ff-1954, $35,450,000 maturing 1946-1975, and $31,400,000 
maturing 1946-1985. 

The market for municipal bonds is largely institutional in that 
the principal buyers are usually insurance companies, banks, and 
trustees, each of which are interested primarily in safety. Municipal 
bonds also appeal to wealthy investors to whom the tax exempt 
features of the bonds are important. 

' Tax position. Municipal bonds are exempt from all federal income 
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taxes.i® The tax-exemption feature also applies to authority bonds. 
The United States Tax Court and the Circuit Court of Appeals, 
in a case involving the bonds of the Port of New York Authority 
and the Triborough Bridge Authority, both of New York, held that 
income from the bonds is exempt from federal taxes xmder the terms 
of the various revenue acts of Congress which declare that there 
shall be no taxation of the income of the obligations of a state or a 
political subdivision thereof. This decision was upheld by the 
United States Supreme Court, which denied a petition for review 
of the lower court’s decision. 

Distribution. The wide distribution of a municipal issue is not 
considered as essential or important as it is in the instance of a 
corporate issue. For this reason an issue is sometimes placed with 
a relatively few investors, and, in some instances, with a single 
investor. 

In recent years high-grade municipal bonds have sold at yields of 
less than 3 per cent.^’- While municipal bonds as a class are regarded 
as high-grade investments, the market also includes many issues of 
relatively inferior grades. Municipal bonds, as a class, however, 
are purchased for investment, that is, for a regular income rather 
than for speculation through price appreciation. As a result, the 
element of speculative trading is at a minimum. 

Review Questions 

1. Indicate the nature of a municipal corporation. 

2. Name the three types of agencies issuing municipal bonds. 

3. Explain the purposes for which municipalities borrow. 

4. Indicate the constitutional limitations upon municipal borrowing. 

6. Distinguish between general and limi ted municipal obligations. 

6. Describe special-assessment bonds. 

7. Distinguish between “general-special” and “special-special” assessment 
bonds. 

8. Discuss the investment position of special assessment bonds. 

9. Describe municipal revenue bonds. 

10. Account for the increased use of revenue bonds. 

11. Discuss the investment position of revenue bonds. 

12. Explain the function of a tax district. 

Pollack V. Fanners Loan & Trust Co , 157 U. S. 429, 584 (1895). 

^ Standard and Poor’s Corporation reported the following average yields,on fifteen 
high-grade municipal bonds: 

1937 . . 3.10 1939 . . 2.76 1941 . . 2.10 1943 . . 2.06 

1938 . . 2.91 1940 . . 2.50 1942 . . 2.36 1944 . . 1.86 



MUNICIPAL BONDS 


229 


13. Discuss the investment position of tax district bonds. 

14. Explain the nature of an authority. 

15. Distinguish between an authority on the one hand and a municipality and 
a tax district on the other. 

16. Discuss the investment position of authority bonds 

17. Distinguish between the gross debt and the net debt of a municipality. 

18. Discuss the significance of a legal net debt limit. 

19. Name the three factors in the analysis of municipal credit. 

20. Indicate the basis of a municipality’s capacity to pay. 

21. Name the chief sources of tax revenues. 

22. Distinguish between total real property value and taxable real property 
value. 

23. Explain the calculation of and the significance of net debt percentage and 
net debt per capita. 

24. Name four limiting factors in the analysis of capacity to pay. 

26. Explain the meamng of tax rate limitations. 

26. Discuss the relation of tax rate limit to debt service. 

27. Discuss the significance of overlapping tax districts. 

28. Explain the significance of the rate of assessment. 

29. Explain the relation of the rate of assessment and the tax rate. 

30. Describe the procedure open to holders of municipal bonds in default. 

31. Discuss the basis of a municipality’s willingness to pay. 

32. Indicate the relation between the tax collection record and willingness to 
pay. 

33. Describe the problem presented by tax delinquencies. 

34. Indicate the investment position of an iliegally issued municipal bond. 

35. Explain the meaning of the principle of “caveat emptor.” 

36. Name the common causes for illegality. 

37. Discuss the significance of the legal opinion accompanying the delivery of 
a municipal bond. 

38. Indicate the nature of the legal opinion. 

39. Describe the market for municipal bonds. 

40. Indicate the usual unit of trading. 

41. Why is the market largely institutional? 

42. Indicate the tax position of municipal bonds. 

43. Indicate the average yield on high-grade municipal bonds. 

Assignment 

(a) Using a 100 per cent basis, compute and compare the net debt 
the tax rate of the following cities: 

City A 

Assessed valuation S4, 000, 000, 000 

Rate of assessment 50 % 

Gross debt $200,000,000 

Sinkmg funds 30,000*000 

Revenue bonds 50,000,000 

Tax rate per $100 of assessed valuation .... $4.60 


percentage and 
City B 

$6,400,000,000 

80% 

$300,000,000 

20,000,000 

40,000,000 

$3.20 
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Fields of analysis. Corporate securities available for investment 
may be classified broadly according to the nature of the industry as 
securities of railroads, public utilities, and industrial companies, and 
of financial institutions. Railroad companies are engaged ia the 
transportation of freight, passenger, and other kinds of traffic. The 
public utility companies provide electric light and power, gas, 
telephone service, telegraph service, water, bus and street railway 
service., The service rendered by them is (a) affected with a public 
interest, (b) provided under a franchise contract, and (c) subject 
to governmental regulation. Railroads also are considered a public 
utility in a broad sense, but certain characteristics inherent in the 
nature of the operation of railroad companies, such as magnitude 
and area, place their securities in a separate investment category. 

Industrial companies, on the other hand, are engaged in a wide 
range of activities that may be conveniently classed as extractive, 
productive, and distributive. Companies engaged in the extractive 
industries operate mines, oil wells, timber lands, fisheries, and so 
forth. Those in the productive industries produce a wide variety 
of manufactured articles. Companies in the distributive industries 
merchandise products at wholesale or retail, direct to consumers 
or by mail. 

Financial institutions include commercial banks and ins urance 
companies. Commercial banks usually combiue commercial banking 
and trust activities. Insurance companies underwrite life ins urance 
or fire and casualty insurance. Investment interest 'in the large life 
msurance companies is linxited, however, because of the prevalence 
of the mutual form of organization. The more, important casualty 
companies, on the other hand, are stock companies. 

Regulation. The quasi-public nature of the activities of railroads, 
public utilities, banks, and insurance companies, has made them 
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subject to regulation by the federal government and by states. 
Railroad and public utility companies engaged in interstate com- 
merce, public utility holding companies subject to the Public Utility 
Holding Company Act of 1935, and commercial banks that are 
members of the Federal Reserve System are subject to federal 
regulation. 

Railroads engaged in interstate commerce are regulated by the 
Interstate Commerce Commission. The regulatory powers of the 
Com m ission have been widened considerably since its creation in 
1887, and many of them directly affect the investment position of 
railroad securities. 

Public utility, electric, and gas holding companies were brought 
under federal regulation by the Public Utility Act of 1935. A holding 
company is defined by the Act as “any company which directly or 
indirectly owns, controls, or holds with power to vote, 10 per centum 
or more of the outstanding voting securities of a public utility 
company.” All such holding companies must be registered with 
the Securities and Exchange Commission. In general, the Act 
provides for (a) the integration of properties controlled by holding 
companies and (b) the simplification of the capital structures of 
holding companies. Under the integration provision, sometimes 
referred to as the “death sentence clause,” continued existence is 
accorded only to those holding companies which can justify their 
economic existence. The simplification of capital structures provi- 
sion was aimed at holding companies with complicated capital 
structures involving a complex group of intermediate holding com- 
panies. -The Securities and Exchange Commission’s conception 
of “integration” was demonstrated in its orders affecting the Cen- 
tral & South West Utilities Company, a subsidiary of Middle West 
Corporation, and the American Gas & Electric Company. In the 
former instance the Commission pemoitted the company to retain 
its four Texas and Oklahoma subsidiary properties, maintaining 
that continued existence of the holding company was justified 
where the degree of coordination of a system’s utility facihties 
and their economical operation depends in part on common control. 
In the latter instance, the Commission allowed the company to 
retain its Central or “backbone” system, stretching across seven 
midwestern and Appalachian states, on the grounds that the Cen- 
tral system approached tjie maximum size which the Commission 
considered consistent with the standards of localized management, 
efficient operation, and effectiveness of regulation. 
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Railroad and public utility operations in purely intrastate com- 
merce, as well as state commercial banks and insurance companies, 
are under the jurisdiction of the respective states. Industrial com- 
panies, on the other hand, are not subject to regulation by any 
specific pubhc body. 

Railroads. Most of the railroad systems in the United States are 
engaged in interstate commerce and operate over extensive territory. 
For example, the Atchison, Topeka & Santa Fe Railway, which is 
one of the largest of the western trunk lines, operates 13,147 miles 
extending .west from Chicago to Los Angeles and San Francisco. 
The Atlantic Coast Line Railroad extends from Richmond, Virginia, 
to points in the lower Florida peninsula, forming a through line 
with a network of branches radiating throughout North Carolina, 
South Carolina, Georgia, Alabama, and Florida. 

Railroads engaged in interstate commerce are subject to exten- 
sive regulation by the Interstate Commerce Commission. The 
phases of this regulation which are of especial interest to the investor 
concern freight rates, new security issues, and reports.^ 

Freight rates. The Transportation Act of 1920 provided for the 
establishment of freight and passenger rates which would permit the 
railroads to earn a fair return upon a fair valuation of their property. 
This provision, however, was discarded by the Emergency Railroad 
Transportation Act of 1933, under which the Commission is di- 
rected to fix individual freight rates that are just and reasonable, 
but to give due consideration to “the effect of rates on the movement 
of traffic; to the need, in the public interest, of adequate and efficient 
railway transportation service . . .; and to the need of revenues 
sufficient to enable the carriers, under honest, economical, and effi- 
cient management, to provide such service.” 

New security issues. Raffioads may not issue new securities 
without the approval of the Interstate Commerce Commission. 
Such approval, when given, is based upon careful investigation of 
the purpose of the issue, the amoimt required, the nature of the 
security, and the cost of distribution. 

Reports, The Interstate Commerce Co mmis sion also has power to 
prescribe the accounting methods employed by the railroads. The 
Commission has established a uniform classification of accounts 
known as the “Classification of Income, Profit and Loss, and Gen- 


^ In addition, new railroad mileage may be constructed and existing mileage aban- 
doned only with the approval of the ConEimission. The permission of the Commission 
also is necessary for the consolidation of two roads. 
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effect so long as it is mutually satisfactory to the public authority 
and the company. It usually provides that the public authority 
may terminate the franchise in the event of unsatisfactory service 
on the part of the company or if the public authority decides to 
take over and operate the service. The terms imder which the 
public authority may take over the properties are usually stated 
in the franchise. This is the most desirable type of franchise from 
the standpoint of the investor. 

A typically large public utility company may commonly represent 
a consohdation of several individual companies each of which oper- 
ates under a separate franchise, serves a local community, and 
provides a special type of service. For example, Arkansas Power & 
Light Company, which is engaged principally in the generation 
and purchase of electric energy and its distribution and sale, operates 
in 446 communities in Arkansas and serves a very substantial 
portion of the state. Its territory includes the cities of Little Rock, 
Pine Bluff, El Dorado, Hot Springs, and North Little Rock. The 
company also provides natural gas service in 18 communities, 
water service in 21, and ice in 56 communities. In addition, the 
company provides steam heating service in Little Rock. The com- 
pany holds franchises from each of the communities which it serves, 
but those franchises are of var3dng durations. The franchise issued 
by Little Rock is perpetual. Those issued by Malvern, Pine Bluff, 
and El Dorado are limited in duration, the first expiring in 1950, 
the second in 1951, and the third in 1965. On the other hand, those 
issued by Camden and Russellville are indeterminate. 

Operating conditions. Public utility franchises may be competitive 
or exclusive.. Under a competitive franchise, the company is simply 
given the privilege of providing the service. The public authority 
reserves the right to grant franchises to other companies or to 
establish its own service. In the city of Cleveland, Ohio, for exam- 
ple, the Cleveland Electric Illuminating Company operates in 
competition with a municipal plants The Southwestern Public 
Service Company competes with municipal power plants in three 
municipalities in Texas. 

The exclusive type of franchise, on the other hand, gives the com- 
pany the sole right to provide the service in the co mm unity. An 
exclusive franchise, however, does not necessarily ^assure the com- 
pany against mffavorable developments. A company with an 
exclusive franchise to provide gas, for example, may be- adversely 
affected by the increased use of fuel oil for heating purposes or 
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electricity for cooking, especially if the alternative service is pro- 
vided at a lower cost than gas. In other instances, the growing 
popularity of other means of transportation has considerably less- 
ened the profitable operation of street railway companies in spite 
of exclusive franchises. Fundamentally, the fact that a franchise 
is exclusive is not protection against a decline in earnings should 
alternative services be developed or the territory served suffer a 
decline in economic importance. 

Territory served. Public utility operating companies serve a dis- 
tinctly local market. The franchise states the territory within which 
the company may operate. In some cases this territorial restriction 
has prevented an operating company from extending its service to 
rapidly growing contiguous territory. For example, the franchise 
of the Commonwealth Edison Company limits its service to the 
corporate boundaries of the city of Chicago. As a result, the com- 
pany serves the east side of Austin Boulevard, which is the municipal 
boimdary line, but cannot serve the west side of the street, which 
is in Oak Park, a separate municipality. 

New security issues. Public utility companies may not issue new 
securities without the approval of the regulatory body having juris- 
diction. Under the Public Utility Holding Company Act of 1935, 
companies owning or controlling 10 per cent or more of the voting 
securities of an electric or gas utility company or exercising a con- 
trolling influence over the management or policies of such a company 
must file a declaration with the Securities and Exchange Commission 
with respect to any proposed issue of secmities. The declaration 
becomes effective unless the Co mmi ssion finds that the security 
issue fails to meet the standards set forth by the Act for dete rminin g 
the financial structure of a company and the nature of the securities 
which may make up that structure. In like manner, public utility 
operating companies must obtain the approval of the state public 
service commission. In New York State, as in most states, securities 
may be issued only to construct new property, buy existing property, 
better existing property, or refund existmg debt. In addition, the 
amount must be reasonable for the purpose, the form (bonds or 
stock) in harmony with a balanced capitalization, and the cost of 
distribution reasonable. The New York Public Service Commission, 
for example, authorized the New York Power & Light Corporation, 
an operating company in the Niagara Hudson Power System, to 
invite public bidding on an issue of $50,000,000 of first mortgage 
thirty-year bonds. The Commission ordered that interest on the 
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new bonds was not to exceed 3 per cent, that the call price initially 
was not to exceed the offering price plus 3 per cent of the principal 
amount and that the premium be reduced annually, and that the 
company either set aside the sum of $65,000 monthly before dividend 
payments until a reserve of $7,500,000 is created, or create the 
reserve immediately by restating the common stock valuation. 
The proceeds of the new bond issue, together with $5,000,000 to be 
raised through the issuance of 50,000 shares of common stock, were 
to be used to retire $55,000,000 of the company’s 3f per cent bonds 
due in 1964. 

Although the approval of a new security issue by the regulatory 
body having jurisdiction does not constitute an inyestment recom- 
mendation, it does afford investors some degree of protection. 

Rates. Public utihty companies are restricted in the rates which 
they may charge for the services they provide. The United States 
Supreme Court in Munn v. Illinois declared : ^ 

Private property does become clothed with a public interest when used in a 
manner to make it of public consequence, and affect the community at large. When, 
therefore, one devotes his property to a use in which the public has an interest, he, 
in effect, grants the public an interest in that use, and must submit to be controlled 
by the public for the common good, to the extent of the interest he has thus created. 

Rates charged by public utility operating companies are subject 
to the terms of the franchise under which they operate or to regu- 
lation by the state public service commission. 

The rate schedule in a public utility franchise may be fixed or 
flexible. The older type of franchise specified the maximum rate 
which the utility could charge for its service. In some instances 
rishig costs of material and labor have made it impossible for com- 
panies with such rate restriction to earn a satisfactory return. 
Attempts by the companies to obtain relief from the courts under 
a claim of confiscation, however, generally have been ineffectual. 

The more recent franchises provide for a flexible rate approved 
by the regulatory commission and based on the cost of the service. 
The dual purpose of regulation of public utility rates is (a) to protect 
the customer against unduly high rates and (b) to provide the com- 
pany with a fair rate of return on the value of the property used 
in public service. The problem with which the regulatory body is 
faced in the regulation of rates is to establish (a) the rate base, 
(b) a fair rate of return, and (c) a rate schedule. 

Bate base. The rate base is the value of the company’s property 

* 9417 . 8 . 113 ( 1876 ). 
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used and useful in the public service as determined by the regulatory 
body. It is the value upon which the utility is permitted to earn a 
return.® The essence of the valuation problem was stated by Justice 
Brandeis in a minority opinion rendered in the Southwestern Bell 
Telephone Company case:^ 

The thing devoted by the investor to the public use is not specific property, tan- 
gible and intangible, but the capital embarked in the enterprise. XJpon capital so 
invested the Federal Constitution guarantees to the utility the opportunity to earn 
a fair return. 

Three principles have been advocated for the determination of 
utility property valuation: original cost, reproduction cost, and 
prudent investment. Original cost is based upon the value of the 
property, tangible and intangible, at the time of acquisition by the 
company. Original cost is defined as the cost of utihty property 
to the one first devoting it to pubhc service. Reproduction cost is 
based on the cost of duplicating the property used and useful in 
providing the service at the time the valuation is made. The advo- 
cacy of reproduction cost is based upon the premise that gradual 
replacement of plant must be made at current prices which, because 
of changing price levels, renders original cost inequitable. Prudent 
investment cost is based on a value which a wise and careful manage- 
ment would have given in exchange for the property. It seeks to 
eliminate inflated values. 

In “recent years federal and state co mmi ssions have adopted 
original cost prudently invested as the basis of valuation. The 
Uniform Systems of Accounts prescribed by the regulatory bodies 
have provided that the difference by which acquisition cost or book 
cost exceeds the original cost as determined must be included in a 
“Utility Plant Adjustment” account and depreciated, amortized, 
or otherwise disposed of in whole or in part as the regulatory com- 
mission may approve or direct. 

Rate of return. The rate of return is the rate which the utility 
is allowed to earn on its rate base. In the absence of any statutory 
restriction, each public utility commission is free to establish what 
it deems a fair rate of return to companies under its jurisdiction. 
The rate of return adopted by the many state commissions varies 
from 5 |- to 6| per cent. The Federal Power Commission has con- 
sidered 6 to-65 per cent as a reasonable return. 

’ The rate base doeg-not necessarily coincide with the book cost of the property less 
depreciation. 

‘ 262 U S. 276 (1923). 



238 


INVESTMENT ANALYSIS 


Bate schedule. The rate schedule refers to the specific schedule 
of individual rates which it is estimated will yield the required rate 
of return on the rate base. In some instances service rates are 
adjusted regularly in accordance with a predetermined schedule. 
Under the Detroit plan for the control of gas rates, for example, 
the company is allowed a base, or minimum, return of $3,850,000 
plus 7 per cent upon future extensions and improvements. Excess 
earnings are shared by domestic consumers and stockholders. The 
first $550,000 of excess earnings is divided equally between con- 
sumers and stockholders, and all above that amount is divided on 
the basis of 75 per cent to consumers and 25 per cent to stockholders. 
The share to the consumers is paid in the form of a dividend either 
in cash or as a credit on the consumer’s account. 

The Potomac Electric Power Company, which generates and 
distributes electricity in the District of Columbia and in a limited 
contiguous territory in Maryland, operates under what is known as 
the “Washington plan.” A fair rate of return is set at 6 per cent. 
If, however, the return in any one year is between 6 per cent and 
7J per cent, half of the excess over 6 per cent is used as rate reduc- 
tions in the following year. If the return is between 7J per cent 
and 8 per cent, the rate reduction is increased by 60 per cent of the 
excess over 7j per cent. When the return exceeds 8 per cent, a further 
additional amount of 75 per cent of the excess over 8 per cent is 
used for rate reduction. On the other hand, if the return for any 
two consecutive years falls below 5| per cent of the rate base for each 
of the years -or if the return for any consecutive twelve-month 
period falls below 5^ per cent for the same period, the rates are 
increased in order to yield 6 per cent upon the rate base as of the 
date of order affecting the change in rates. 

Reports. Public utility accounting procedure and reports are 
subject to regulation by the authority having jurisdiction. The 
Federal Power Commission was estabhshed in 1920 to exercise 
general administrative control over all water-power sites and kindred 
estabhshments located on the navigable waters, public lands, and 
reservations of the United States. Under Title II of the Pubhc 
Utihty Holding Company Act of 1935 it was also given extensive 
jurisdiction over companies engaged in the interstate sale of power 
at wholesale. A uniform system of accounts requiring the determi- 
nation of origiaal cost of property became effective January 1, 1937. 
In 1938 the Commission was given jurisdiction over interstate 
transportation and sale of natural gas for resale for ultimate pubhc 



CORPORATE FINANCIAL STATEMENTS 23 S 

consumption. This involved, among other things, the prescription 
of accounts, records, and cost accounting procedure. Companies 
brought under the jurisdiction of the Commission by the Act were 
not relieved, however, from the requirements of state laws. The 
Federal Communications Commission was established in 1934 
and prescribes a uniform accounting system for the companies 
under its control: telephone, telegraph, and radio-telegraph. Under 
Title of the Public Utility Holding Company Act of 1935 the 
Securities and Exchange Commission was given jurisdiction over 
the accounting system of registered holding companies and their 
subsidiaries.® 

The accounting procedure and reports of public utility operating 
companies doing an intrastate business are subject to regulation 
by the state authority having jurisdiction. Standard classifications 
have been adopted by a large number of states. For example, a 
uniform classification of accounts has been adopted for electric 
companies in about thirty states and for gas companies in approxi- 
mately twenty states. The state conamissions also require the 
compilation and submission of exhaustive reports which, in most 
states, are submitted annually. The information in these reports 
forms the basis for the summary sent to the stockholders in the 
form of the annual report. 

Industrial. Industrial companies differ from railroad and public 
utility companies in many respects. They are not restricted by any 
regulatory body as to the rates they may charge for their products, 
the amount or kind of securities they may issue, or the nature and 
content of their reports to stockholders. The absence of such regu- 
lation provides a high degree of freedom for the management, but 
at the same time it complicates the problem of the investor. The 
investment problem is complicated by such factors as (a) competi- 
tive conditions, (b) the nature of the industry, (c) the market served, 
(d) the character of the management, and (e) the accoimting meth- 
ods. 

Competitive conditions. In general, industrial companies face 
highly competitive conditions. A company may be obliged to 
compete not only with other companies in the same industry but 
also with companies in other industries. While competition in the 

® Some companies are subject to the jurisdiction of more than one federal commission. 
For example, as a registered holdmg company, Delaware Power & Light Company is 
subject to regulation by the Securities and Exchange Com mi ssion and its purchases, 
and sales of interstate power bring it under the jurisdiction of the Federal Power Com 
mission. 
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automobile industry is found among General Motors, Chrysler, 
Ford, and the so-called independent companies, it is especially 
keen among the “Big Three.” In addition. International Harvester 
Company, which is primarily a manufacturer of agricultural imple- 
ments, is also the largest maker of motor trucks in the country. 

Nature of industry. Industrial companies as a group are subject 
to wide fluctuations in earnings. The net income of United States 
Steel Corporation declined from a profi!t of $197,500,000 in 1929 
to a deficit of $71,200,000 in 1932 and rose again to a profit of $116,- 
200,000 in 1944. Such fluctuations in industrial earnings are influ- 
enced in part by the nature of the product, the degree of integration 
of the company, and the inventory problem peculiar to the industry. 
A company whose product is a necessity, which is highly integrated, 
and which is not obliged to carry large inventories is generally in a 
stronger position than one that produces a luxury item, or is poorly 
integrated, or must carry large inventories at all times. Products 
for which the demand is relatively stable generally suffer less per- 
centage fluctuations in demand than those for which the demand is 
subject to considerable change. Integrated companies that control 
the product from raw material to the finished form, such as United 
States Steel Corporation, are in a much stronger position than those 
that must buy the principal raw material from one producer and 
sell the semi-finished product to another producer, such as American 
Woolen Company. Companies which are compelled to carry large 
inventories always face the danger of a decline in the market price 
of the inventory. The problem of large inventories is especially 
acute in industries where the inventory consists of perishable mer- 
chandise which cannot be withheld from the consumer market to 
await more favorable prices, such as the meatpacking industry. 

Market served. The market served varies from one company to 
another. Some serve a distinctly local market while others serve 
a national or even an international market. Companies which 
serve an international market, such as Standard Oil Company of 
New Jersey, General Electric, American Radiator & Standard 
Sanitary, and International Harvester, are subject, to world-wide 
changes in economic and political conditions. Many large American 
companies incurred large losses as a result of the change in govern- 
ment in Russia in 1918. 

Some companies concentrate on a limited number of products 
whereas others have continuously increased the scope of their 
activities throu^ the manufacture of a more diversified list of 
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products or by Btocl^oldings in other companies in other industries. 
The policy of Coca-Cola Company in concentrating on one product 
is in contrast with that of General Motors, more than half of whose 
profits come from the sale of products other than motorcars, and 
Eastman Kodak, which has supplemented its photographic supphes 
business with activities in the textile field. 

Management. The management factor is of unusual importance 
in the industrial field. Management in the industrial field is not 
only a matter of personnel but of policy. Efficient management has 
demonstrated its ability to make a successful company out of an 
otherwise unsuccessful company. The effect of good management 
was evidenced in the improvement during the 1920’s in Corn Prod- 
ucts Refining Company, General Motors Corporation, and Chrysler 
Corporation under new and efficient management. More recently 
new management enabled Universal Pictures to transform a deficit 
of $1,030,000 in 1937 into a profit of $51,500,000 in 1944. 

Accounting method. The problem of analysis is further complicated 
by the absence of uniformity in industrial operations and in account- 
ing procedure. Each company adopts a system of its own. One 
company may charge certain expenditmes as operating expenses 
whereas another company may capitahze such expenditures. One 
company may depreciate its assets more rapidly than another 
company in the same industry. One company may consider a 
charge as an operating expense whereas another company may treat 
the same kind of charge as a surplus adjustment. 

Financial statements. The investor has a claim against or an 
interest in the issuer as evidenced by the ownership ‘of a bond or a 
stock, respectively. The nature of the claim or of the interest is 
indicated by the indenture, in the instance of a bond, or the cer- 
tificate of incorporation, in the instance of a stock. What is more 
important to the investor, however, is the value of his claim or 
interest. This depends primarily upon the financial strength of the 
issuer. A first mortgage bond of a financially weak company may 
have considerably less value than that of a debenture bond or even 
the stock of a financially strong company. The financial strength 
of the issuer can be determined only by an analysis of its financial 
statements. ' 

A corporate financial statement is a report to the stockholders by 
the board of directors and officers on the financial operations of the 
company for the fiscal period. The fiscal year corresponds with the 
calendar year in railroad and public utility companies, in commercial 
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banks and insurance companies, and in many industrial companies. 
In some industrial companies, however, the fiscal year coincides not 
with the calendar year but with the business year peculiar to the 
industry. The extent to which this practice prevails is indicated 
by the following selected illustrations: 


Company 

May Department Stores 
Dow Chemical . . . , 
Nash“Kelvmator . . 

International Harvester 
Swift & Company . . 

Endicott-Johnson . . 


Fiscal Year Ends 
January 31 
May 31 
September 3Q 
October 31 
November 1 
November 30 


Annual report While the size and detail of the annual report 
varies from one company to another, the usual report contains the 
following items: a balance sheet showing the financial condition 
of the company as of a specific date, usually the last day of the 
fiscal year; an income statement revealing the income and outgo 
of the company during the fiscal period covered by the statement; 
a statement of surplus; and a certification by an independent public 
accountant firm. In addition, many reports contain a narrative 
statement by the chairman or president explaining the more impor- 
tant aspects of the company’s business during the year and descrip- 
tive, statistical, or pictorial matter concerning the company’s 
properties and operations which the management considers of 
interest to the stockholders. 

The certification by the public accountant firm states that it has 
examined the balance sheet and income statement for the fiscal 
year, has reviewed the system of internal control and the accounting 
procedures of the company, has examined or tested accounting 
records of the company and other supporting evidence by methods 
and to the extent deemed appropriate by the auditor, has made 
the examination in accordance with generally accepted auditing 
standards applicable in the circumstances, and has examined the 
accounts of the company’s wholly-owned subsidiaries. It states, 
however, that the auditor has not made a detailed audit of aU trans- 
actions. The certification expresses the opinion that the accom- 
panying balance sheet and statement of profit and loss and surplus 
fairly present the financial position of the company at the close 
of the fiscal year and the results of operations for the year, and that 
the financial statements are in conformity with generally accepted 
accounting principles and are consistent with the preceding fiscal 
year. 
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The contents of the annual reports of banks have undergone 
considerable change in recent years. Formerly most bank reports 
to the stockholders contained only the balance sheet, but many 
current reports also include a detailed statement of earnings and 
expenses. In addition, many aimual reports now give the figures 
for the preceding year as a basis of comparison with the current 
year. "V^ile the annual report issued by insurance companies to the 
stockholders is based upon a detailed report prepared in accordance 
with the regulations of and filed with the state authority, it usually 
includes only a balance sheet and a list of the security investments. 
Some recent reports, however, have included an income statement 
as well. 

Interim reports. Some companies, such as American Sugar Refin- 
ing Company, issue only an annual report. Other companies, 
however, also issue additional reports known as interim reports. 
Interim reports may be issued semi-annually, quarterly, monthly, 
or weekly. The most commonly issued interim report is issued 
quarterly. Monthly and weekly reports are issued by railroad, 
public utility, and some industrial companies. Railroad companies 
are required to issue monthly statements of earnings, both gross 
and net. Most of the larger railroads also issue weekly reports on 
the number of freight cars loaded. Many public utility companies 
report earnings monthly and, in the instance of electric power 
companies, also report weekly totals of their output in kilowatt-hours 
of electricity. A few industrial companies provide monthly earnings 
statements or even monthly balance sheets, but this practice is not 
yet widespread. 

Analysis of financial statements. 'The factual information pro- 
vided by the financial statements is of little value in itself. Its 
importance, however, lies in its use as a means of forming a judgment 
of the finanfiia.l strength of the issuer and of the securities outstand- 
ing. Analysis should always precede investment. 

The analysis of the financial statements of an issuer confronts 
the investor with the question: What is the meaning and significance 
of the figures presented? Basically the investor seeks to determine 
(a) the solvency or ability of the company to pay its debts as they 
come due and (b) the fundamental solidarity or stability of the 
business. To accomplish this objective the investor must adopt 
an analytical approach and apply a critical analysis to the financial 
statements. While a.knowledge of accounting is basic, the approach 
of the investor is fundamentally different from that of the account- 
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ant. The latter is primarily interested in the completeness and 
technical accuracy of the figures presented. The investor, on the 
other hand, is interested in extracting from the statement informa- 
tion that will help him to form a judgment upon a specific security 
issued by the company. The investor must examine the various 
items critically in order to produce an ultra-conservative statement. 
He does not seek necessarily to determine the full value of the 
security but rather to detemame a safe minimum value upon which 
he may rely with some assurance. The basic purpose of the investor 
is to ascertain the value of the property as a protective element. 
He faces the inescapable fact, however, that, since some balance- 
sheet figures are based on going value, they are commonly higher 
than liquidating value. While analysis is a search for evidences 
of weakness, it is also a search for indications of strength. 

Ratio analysis. The relation of one part of the statement to 
another is usually expressed as a ratio. The underlying principle 
of ratio analysis is that the proportion or relation of one item to 
another is far more important than the amoxmt of each item ex- 
pressed as dollars. Ratios are of three kinds: balance sheet ratios, 
income statement ratios, and mixed ratios. A balance sheet ratio 
relates two balance sheet items. An income statement ratio relates 
two income statement items. A mixed ratio, on the other hand, 
relates a balance sheet item and an income statement item.* Ratios 
are useful but not necessarily conclusive. The proper use of a ratio 
involves two considerations: (a) the purpose of the ratio and (b) the 
limitations inherent in the ratio. Every ratio has distinct limitations 
which, if ignored, may easily lead to false conclusions. Ratios are 
simply clues and require examination and confirmation. They 
should be ^ aid to, but not a substitute for, good judgment. In 
addition, the same factors may vary in importance from company 
to company. Analysis of working capital, for example, is far more 
important in an industrial company analysis than in the analysis 
of a railroad or public utility company. Maintenance as reported 
by a railroad company has a meaning and significance quite different 
from that reported by a public utility or an industrial company. 
Furthermore, there are often intangible elements which cannot be 
readily translated into mathematical figures. Lastly, since the 
price of a security is a most important factor, a fairly broad knowl- 
edge of many issues is necessary to provide a basis for determining 
relative values. 

Analysis of financial statements is not an exact science. The 
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mathematical computation of relationships by means of ratios is 
but one of the tools of the investor. Those relationships must be 
interpreted in the light of current and prospective conditions. The 
uncertainty of the future precludes the drawing of conclusions based 
on present information with any degree of ^immimity from change. 
The task of the investor is to determine the relative rather than the 
absolute degree of risk involved in the analysis of any security. 

Review Questions 

m 

1. Classify corporate securities according to the nature of the industry. 

2. Indicate the range of activities of industrial companies. 

3. Name the kinds of companies referred to as financial institutions. 

4. Discuss the investment interest in insurance companies. 

5. Name the kinds of companies subject to government regulation and explain 
the reason. 

6. Indicate the kinds of companies subject to federal and to state regulation, 
respectively. 

7. Name the phases of federal regulation of railroads of especial interest to the 
investor. 

8. Discuss the rate provisions of the Emergency Railroad Transportation Act 
of 1933. 

9. Describe the conditions under which railroads may issue new securities. 

10. Discuss Interstate Commerce Commission regulation of railroad reports. 

11. Distinguish between a public utility holding company and an operating 
company. 

12. Explain the significance of a public utility franchise. 

13. Distinguish between a perpetual, a limited, and an indeterminate public 
utility franchise. 

14. Distinguish between a competitive and an exclusive franchise. 

16. Comment on the relative territory served by a railroad and a public utility 
operating company. 

16. Discuss the conditions under which a public utility holding company and 
an operating company may issue new securities. 

17. Discuss the investment significance of commission approval of a new security 
issue. 

18. Explain the significance of the case of Munn v. Illinois. 

19. Distinguish between a fixed and a flexible rate clause in a public utility 
franchise. 

20. Explain the purpose of regulation of public utility rates. 

21. Indicate the problem faced by regulatory commissions in the regulation of 
rates. 

22. Define a utility rate base. 

23. Explain the principles in the determination of utility property valuation. 

24. Define a utility rate of return. 

25. Indicate current commonly accepted rates of return. 
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26. Define a utility rate schedule. 

27. Indicate the significance of the Detroit and the Washington plans. 

28. Explain the ways in which industrial companies differ from railroad and 
public utility companies. 

29. Indicate the basis of the value of a security. 

30. Discuss the investment significance of the financial statements of a company. 

31. Define a corporate financial statement. 

32. What is meant by a company's fiscal year"? 

33. Indicate the items commonly found in a corporate annual report. 

34. Discuss the significance of the auditor's certification. 

36. Explain the investment significance of interim reports. 

36. Discuss the significance of the factual information in the financial statement. 

37. Indicate the analytical problem of the investor. 

38. Define a ratio. 

39. Discuss the underlying principle of ratio analysis. 

40. Distinguish between balance sheet ratios, income statement ratios, and 
noixed ratios 

41. Indicate the consideration involved in the proper use of a ratio. 

Assignment 

(a) Indicate whether the following companies are classed as railroad, public 
utility, industrial, or financial: Irvmg Trust, Consolidated Edison (N. Y.), 
Illinois Central, and International Business Machines. 

(b) Indicate the fiscal year of the following companies* Armour & Co., Sears 
Roebuck, American Tobacco, Continental Baking, and United Shoe Ma- 
chinery. 

(c) Identify the railroads associated with the following names: Frisco; Mop; 
Sopac; St. Paul; Rock Island; Burlington; Nickel Plate; Norfolk; B. &: 0. 

(d) Indicate the classes of compames over which the following commissions 
have jurisdiction and the nature of the jurisdiction: Securities and Exchange, 
Federal Power, Interstate Commerce, and Federal Communications. 
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INCOME STATEMENT 


Introduction. The income statement reports the income and 
charges for the period between the close of the last fiscal year and 
the close of the current fiscal year. From the analytical standpoint 
the income statement reveals the sources of total income, the dis- 
tribution of total income, and the changes in the surplus. The 
total income is derived from two sources: operating and non-oper- 
ating activities. The operating section of the income statement 
includes the operating revenues or net sales, the operating expenses, 
and the operating profit. It reports the income from the regular 
operations of the company, the expenses incurred to secure that 
income, and the difference or net profit from operations. The non- 
operating section of the income statement reveals the income re- 
ceived from and the expenses incurred in operations not directly 
related to the operating activities of the company, such as income 
from security investments and royalties on patents and processes. 
The aggregate of net profits from operations and the net revenue 
from non-operations is the total income. The distribution of total 
income is made to creditors in the form of fixed charges and to 
owners in the form of dividends. The surplus section reveals the 
surplus with which the company began the fiscal year, the surplus 
earnings for the year, the necessary year-end adjustments of sur- 
plus, and the surplus at the close of the fiscal year. 

The income statement and the balance sheet are interdependent. 
The balance sheet shows the condition of the company at the close 
of the fiscal year as a result of the operations during the year. The 
nature and the results of the operations, however, are reported 
in the income statement. The assets produce the income and the 
income, in turn, is distributed to those having claims against or 
an interest in the company. %he income statement is a statement 
of causes whereas the balance sheet is a statement of effects.) The 
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change in the net worth as reported in two successive balance sheets 
is explained in the income statement for the intervening fiscal 
period. 

The income statement is of interest to the investor in determining 
(a) the sources of income and the nature of expenditures, (b) changes 
in the amounts and sources of income and expenses, and (c) the 
stability of earnings available for distribution to the security holders. 

Although corporate balance sheets follow a more or less standard 
general form, income statements in contrast show considerable 
variation. The income statement of a railroad and of a public 
utility are prepared in accordance with conditions peculiar to those 
industries and differ materially from that of an industrial company. 

CHESAPEAKE & OHIO RAILWAY 
Income Statement, 1944 

Operating Revenues: 

Freight Traffic $184,876,712 

Passenger Traffic . . 23,506,846 

Transportation of Mail . 1,579,200 

Transportation of Express .... 756,556 

Miscellaneous 5,816,934 

Total Operating Revenues $216,536,248 

Operating Expenses: 

Maintenance of Way and Structures* 26,649,293 

Maintenance of Equipment* 42,853,703 

Traffic 3,039,179 

Transportation 57,561,573 

Miscellaneous Operations 1,479,827 

General 5,283,275 

Total Operatmg Expenses $136,866,850 

Net Operating Revenue . . $ 79,669,398 

Railway Tax Accruals 51,154,950 

Railway Operating Income . $ 28,514,448 

Equipment Rents — Net, Cr 6,117,586 

Joint Facility Rents — Net, Dr 1,818,845 

Net Railway Operating Income $32,813,189 

Other Income: 

Dividend Income 989,141 

Other Income . 978,224 

Total Income $ 34,780,554 

Miscellaneous Deductions 323,774 

Income Available for Fixed Charges $ 34,456,780 

Fixed Charges; 

Rent for Leased Roads and Equipment 49,691 

Interest on Debt 7,066,093 

Net Income . . $ 27,340,9^ 

Disposition of Net Income: 

Income Applied to Sinking Fund and Other Reserve Funds .... 501,715 

Income Balance Transferred to Earned Surplus — Unappropriated $ 26,839,280 

♦ Includes Depreciation, Depletion, Amortization, and Eetirement Charges . . . $20,396,060 
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Railroads and public utilities present the data in accordance with 
standard forms prescribed by regulatory bodies; no similar standard 
prevails among industrial companies. While in all cases net income 
is shown as the balance of income remaining after expenses and 
charges have been deducted, the differences among railroad, pubhc 
utility, and industrial income statements lie largely in the manner 
in which revenue and expense items are presented The investor 
experiences the greatest diSSculty in industrial income statements 
not only because of the lack of uniformity but also because of the 
lack of adequate information, in many instances. 

Operating section. The operating section reveals the income from 
operations, the operating expenses, and the net profit from opera- 
tions. 

Railroad. Gross operating revenues of a railroad consist of operat- 
ing revenues from the transportation of freight traffic, passenger 
traffic. United States mails, and express traffic, and from incidental 
sources related to transportation such as baggage, dming and buffet, 
freight and baggage storage, and demurrage. The Chesapeake & 
Ohio Railway, for example, reported the following operating rev- 


enues : 

1944 i&4S 1<94^ 

Freight Traffic 8184,876,712 $179,128,139 $163,970,199 

Passenger Traffic 23,506,846 21,669,414 11,493,584 

Transportation of Mail 1,579,200 1,373,274 1,200,684 

Transportation of Express 756,556 754,898 628,340 ^ 

Miscellaneous . 5,816,934 5,586,810 4,516,955 


$216,536,248 $208,512,535 $181,809,762 

Public utility. The total operating revenue of a public utility is 
derived primarily from the sale of its service. Hartford Electric 
Light Company, for example, reported the following operating 
revenue; 

1944 194 s 194Z 

Sales of Electric Current: 

Local Sales $ 9,992,457 $ 9,697,696 $ 9,644,426 

Other Electric Corporations 2,957,022 2,222,089 1,671,767 

Total Sales $12,949,479 $11,919,785 $11,316,193 

Miscellaneous Operating Bevenue . . • 3,327 ^3^04 

Total Operating Bevenue ... . . $12,952,806 $11,922,489 $11,335,667 

The Hartford Electric Light Company sells only electric service; 
other companies sell more than one type of service. Public Service 
Electric and Gas Company of New Jersey, for example, sells both 
electric and gas service and distinguishes between the two services 
in reporting operating revenue. In a recent year it reported ; 
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HARTFORD ELECTRIC LIGHT COMPANY 
Income Statement, 1944 


ctric Current. 

I 9,992,457 

jctric Corporations 2,957,022 

... $12,949,479 

us Operating Revenues 3,327 

^rating Revenue $12,952,806 

expenses $ 6,256,800 

le Expenses 647,894 

u — Expense Accrual 588,030 

2,981,439 

erating Deductions $10,474,163 

,ncome $ 2,478,643 

me . . . 145,969 

orate Income $ 2,624,612 

Borrowed Money, etc $ 264,748 

m-Interest Accrual 304,759 

^Bae Transferred to Surplus $ 2,055,105 


^it Edison Company offers a still more varied type of 
d in a recent year reported: 

;tric Department . . $80,720,896 

Heating Department 2,290,779 

Department 516,064 

^ter Department 19,778 

1^^47,517 

A . 

Gross sales, as reported by an industrial company, 
the total of the amoxmts at which the merchandise has 
to customers. The investor is more interested, however, 
, which represents the sales for which payment is forth- 
,is determined by deducting returns, allowances, dis- 
company and divisional sales from gross sales. Corn 
^fining Company reported gross sales and net sales in a 
as: 

$123,802,532 

m and other sales deductions . . 12,287,265 

$111,515,267 

Products Corporation, on the other hand, reported 
y as: 

19U 194S ms 

$593,862,943 $580,173,068 $562,451,639 
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NATIONAL DAIRY PRODUCTS CORPORATION 


Income Statement, 1944 

Income: 

Net Sales 

Other Income .... . . . . 

Income Deductions: 

Cost of Products ... ... .... 

Delivery Expense 

Selling Expense 

General and Administrative Expense 

Cost of Past Service Retirement Annuities . . 
Net Loss on Disposal of Plant and Equipment 
Miscellaneous Charges . . . , . . 

Interest on Funded Debt ... . . 

Provision for Federal Taxes on Income 

Net Profit (before contingencies) 

Provision for Contingencies ... 

Balance Transferred to Earned Surplus . . 


$593,852,943 

1,718,465 $595,571,408 

$441,609,399 

58,465,919 

24,175,039 

18,892,601 

1,710,813 

2,268,725 

331,884 

1,798,740 

33,000,000 582,253,120 

$13,318,288 
None 

$13,318,288 


operating Expenses. Operating expenses represent the expenses 
incurred in securing the operating revenue or net sales. The usual 
operating expenses are for labor, materials, and overhead. 

Railroad. In the instance of railroads, operating expenses are 
classified on the basis of major operating divisions. The standard 
classification as established by the Interstate Commerce Com- 
mission is maintenance expenses, traffic expenses, transportation 
expenses, and miscellaneous and general expenses. Maintenance 
expenses represent expenditures for maintenance of way and struc- 
tures and for maintenance of equipment. Traffic expenses mclude 
the expenses incurred in the soliciting of traffic, whereas trans- 
portation expenses consist of the direct expenses incurred in the 
transportation of traffic. Miscellaneous and general expenses 
include administrative overhead — salaries of officers and clerks, 
legal fees, pension benefits, and the like. Formerly when railroad 
property was retired and not replaced, the loss was charged to 
Profit and Loss accoimt. Effective in 1943, however, the revised 
accountmg regulations of the Interstate Commerce Conamission 
required charging operating expenses with the loss on non-depre- 
ciable property retired, whether or not replaced. The following 
operating expenses were reported by Chesapeake & Ohio Railway: 


Maintenance: 

1944 

' 19 JfS 

im 

Way and Structures .... 

... $ 26,649,293 

$ 21,728,913 

$15,850,251 

Equipment ....... 

. . . 42,853,703 

35,358,969 

30,547,841 

Traffic Expenses 

. . . 3,039,179 

2,617,247 

2,680,546 

Transportation Expenses . . . 

. . . 57,561,573 

49,028,668 

41,728,213 

Miscellaneous Operations . . . 

. . . 1,479,827 

1,290,215 

821,957 

General Expenses 

. . . 6,283,275 

6,021,253 

3,786,248 


$136,866,850 

$115,045,265 

$95,415,056 
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The chief operating expenses of a railroad, therefore, are transpor- 
tation, maintenance of equipment, and maintenance of way and 
structures. 

Public utility. The operating expenses of a public utility include 
the ordinary operating expenses and maintenance, depreciation, 
and taxes (federal taxes and general taxes). Hartford Electric 
Light Company reported the following operating expenses: 


1944 194s 194s 

Operating Expenses $ 6,256,800 $5,763,494 $5,164,942 

Maintenance Expenses . 647,894 538,782 403,869 

Depreciation Reserve Accrual 588,030 551,246 714,432 

Taxes 2,981,439 2,594,941 2,756,754 

Total Operating Deductions . . . $10,474,163 $9,448,463 $9,039,997 


Companies that sell more than one type of service commonly report 
operating expenses separately for each service. For instance. Public 
Service Electric and Gas Company of New Jersey reported as 
follows in a recent year: 


Operating Revenue Deductions — 

Operating Expenses: 

Electric Department ... $35,248,584 

Gas Department 18,649,613 

$53,898,197 

Maintenance: 

Electric Department $ 6,562,621 

Gas Department 2,566,835 

$ 9,129,456 

Depreciation* 

Electric Department $ 8,717,108 

Gas Department 1,708,642 

$10,425,750 

Taxes: 

Electric Department 

Federal Income Taxes $10,298,778 

Federal Excess Profits Taxes 5,415,551 

Other Taxes 13,081,167 

' $23,795,496 

Gas Department 

Federal Income Taxes $ 1,744,280 

Other Taxes 4,017,574 

¥5,761,854 

$34,557,350 

Total Operating Revenue Deductions — 

Electric Department $ 79,323,809 

Gas Department 28,686,944 

$108,010,753 


Industrial. The operating expenses of an industrial company are 
the usual expenses — cost of goods sold, selling and general admin- 
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istrative expenses, maintenance, provision for doubtful accounts 
and depreciation, and state and local taxes. Federal income taxes, 
however, are not included as operating expenses. Those taxes are 
considered a distribution of net income. National Dairy Products 
Corporation reported operating expenses as: 

Cost of Products . .... 

Delivery Expense . ... 

Selling Expense 

Administrative and General Expense 

These operating expenses included $11,779,000 for repairs and 
maintenance and $8,663,118 for depreciation in 1944, in contrast to 
$9,797,000 and $8,931,094, respectively, in 1943. 

Net operating profit. The excess of operating revenue or net 
sales over operating expenses is referred to in a railroad report 
as “net railway operating income,” in a public utility report as 
“net operating income,” and in an industrial report as “net operat- 
ing profit.” 

Railroad. The net railway operating income of the Chesapeake 
& Ohio Railway was reported as follows: 

1944 IHS 191^ 

Operstting Pevonuos $216,536,248 $208,512,535 $181,809,762 

Operating Expenses 136,866,850 115,045,265 95,415,056 

Net Operating Revenue $ 79,669,398 $ 93,467,270 $ 86,394,706 

Railway Tax Accruals 51,154,950 60,577,698 49,998,352 

Railway Operatmg Income $ 28,514,448 $ 32,889,572 $ 36,396,354 

Equipment Rents — Net, Cr 6,117,586 6,059,731 4,706,015 

Joint Facility Rents — Net, Dr. . . 1,818,845 1,733,155 1,458,785 

Net Railway Operatmg Income .... $ 32,813,189 $ 37,216,148 $ 39,643,584 

Net operating revenue is the balance after operatmg expenses have 
been deducted from operating revenues and represents the gross 
profit from operations. It is subject to deduction for railway tax 
accruals which consist of local property taxes and federal income 
and payroll taxes. Total taxes of $51,154,950 for Chesapeake & 
Ohio Railway in 19^4, for example, included $44,656,117 federal 
payroll and income taxes and $6,498,833 state and local taxes. 
State taxes consisted of payments to the states of Virginia, West 
Virginia, Kentucky, Ohio, and Indiana. A more detailed statement 
of tax accruals was reported by the Atchison, Topeka & Santa Fe 
Railway in a recent year; 


1944 

$441,609,399 

58,465,919 

24,175,039 

18,892,601 

$543,142,958 


1943 

$436,738,842 

56,991,060 

22,786,186 

16,931,224 

$533,447,312 


1942 

$425,808,285 

57,111,265 

26,429,941 

15,821,771 

$525,171,262 
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Federal Taxes. 

Income, Normal and Surtax $ 16,304,918 

Excess Profits 116,947,648 

Capital Stock . 2,256,873 

Retirement Annuities 5,651,095 

Unemployment Insurance 5,230,338 

Others 137,083 

Total . . . $146,563,955 

State, Local, and Miscellaneous: 

Ad Valorem 8,963,269 

Income and Franchise 2,385,298 

Sales and Use 340,694 

Others 94,015 


Total $ 11,783,276 


Grand Total ... $158,347,231 




Under uniform classification, income taxes are considered as a 
direct operating expense, in contrast to industrial and general 
accounting practice, ■which considers such taxes as a distribution 
of net income. Under the theory of rate-making by the Interstate 
Commerce Commission, railroad traffic rates are adjusted so as 
to permit this tax to be covered before the balance available as a 
fair return is determined. Railway operating income, therefore, is 
the balance of net operating revenue. 

Railway operating income is subject to adjustments for hire 
of equipment and joint facility rents. Hire of equipment (debit 
or credit) results from charges between railroad companies for the 
use of equipment lent on through traffic, that is, freight shipments 
originatmg on one railroad and terminating on another railroad. 
Chesapeake & Ohio Railway in 1944, for example, reported income 
of $6,117,586, representing the excess of rent received for its equip- 
ment used by other railroads over the amounts which the Chesa- 
peake & Ohio Railway paid to other raUroads for the use of their 
equipment. Dislocation of the coastwise waterborne coal trade 
by German submarines in 1943 caused many of the company’s 
coal cars to go to northeastern destinations on other roads and re- 
sulted in an increase of 29 per cent in the net rental of equipment, 
which amounted to $6,069,731. The Virginian Railway, smallest 
of the three Pocahontas bituminous coal carriers, also received a 
large net credit for equipment hire because of the same conditions. 

A more detailed ' statement of the hire-of-equipment item was 
reported by the New York Central Railroad in a recent report : 


Paid Received Balance 

■ , Locomotives $ 197,115 $ 223,175 Cr. $ 26,060 

Passenger Cars ........ 1,721,622 1,801,362 Cr. 79,740 

Freight Cars 46,990,475 31,200,610 Dr. 15,789,865 

Floating Equipment 774,584 64,711 Dr. 709,873 

Work Equipment 17,968 67,538 Cr. 39,670 

'rni 'taa 04 ^ oqa ®ia oc/t oao 
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The hire-of-equipment item is variable from year to year for 
every railroad. The amount involved depends upon the amount 
and condition of the railroad’s own rolling stock, the traffic origi- 
nated by the raihoad and received from connections, the surplus 
equipment which it may have on hand, and the rapidity with which 
equipment is handled. A debit balance reported by a railroad is 
not always necessarily unfavorable. It may be due to a preponder- 
ance of interline freight rather than to a shortage of equipment. 
The railroad which hires the equipment must maintain it. In some 
instances, however, the apparently excessive maintenance charges 
of a railroad may be offset by the substantial sums received for 
rent of its own equipment to other lines. The Norfolk & Western 
Railway receives annually a large net credit for equipment hire. 
The Virginian Railway also receives annually a large net credit for 
equipment hire. 

Joint facility rents represent payments for the use of consolidated 
services such as tracks, yards, bridges, terminals, and stations. The 
New York Central RaUroad, for example, paid $8,948,771 in a 
recent year for the use of facUities maintained by other companies 
and received $6,311,374 for the use of its facilities by other railroads. 
The result, however, is usually reported net, as a debit or a credit. 
Since the New York Central Railroad spent more as joint facility 
rent than it received, the net was reported as a debit of $2,637,397. 
In the instance of the Chesapeake & Ohio Railway the net joint 
facility rent has been an annual charge ranging from $1,266,011 
in 1941 to $1,818',846 in 1944. While the net amount varies con- 
siderably for individual railroads, the annual amount is generally 
fairly uniform for any one railroad from year to year. 

Net railway operating income is the net income from operations 
available for the security holders. It is the return received from the 
capital invested in the operating property. 

'Public utility. Net operating income of a pubhc utility company 
is the excess of operating revenue over operating expenses. Hartford 
Electric Light Company reported the following net operating in- 
come: 

• • 19U ms 


Total Operating Revenue $12,952,806 111,922,489 $11,335,667 

Total Operating Deductions 10,474,163 9,448,463 9,039,997 

Net Operating Income S 2,478,643 $ 2,474,026 $ 2,295,670 


The operating income of a company selling more than one type of 
service is frequently reported for each type. Pubhc Service Electric 
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and Gas Company of New Jersey, for example, has reported as 
follows : 


Electric Department* 

Operating Revenue $100,248,778 

Operating Revenue Deductions 79,323,809 

$ 20,924,969 

Gas Department: 

Operating Revenue $ 34,127,421 

Operating Revenue Deductions 28,686,944 

$ 5,440,477 

Total Operatmg Income $ 26,365,446 


Industnal. Net operatmg profit of an industrial company is 
the excess of net sales over operating expenses. For example, the 
operatmg profit reported by National Dairy Products Corporation 


was as follows : 

Net Sales . . . . . . 

Cost of Sales and Operating Expenses: 
Cost of Products ... 

Delivery Expense . . . 

Selling Expense . ... 

Administrative and General Expense 

Operating Profit . . . . 


19U 

194S 

1942 

$593,852,943 

$580,173,068 

$562,451,639 

$441,609,399 

$436,738,842 

$425,808,285 

58,465,919 

56,991,060 

57,111,265 

24,175,039 

22,786,186 

26,429,941 

18,892,601 

16,931,224 

15,821,771 

$543,142,958 

$533,447,312 

$525,171,262 

$ 50,709,985 

$ 46,725,756 

$ 37,280,377 


Non-operating section. Non-operating income is the net income 
received from sources other than the sale of the company’s products 
or services. It is generally in the form of interest and dividends 
on securities owned, rents, and royalties. 

Railroad. The non-operating income of a railroad consists of 
rents, dividends, interest, and sometimes profits from non-trans- 
portation property. The Chesapeake & Ohio Railway reported 
the following non-operating income : 


Other Income: 
Dividend Income . 
Other Income . . 


19U 

$ 989,141 
978,224 
$1,967,365 


IHS 

$ 849,084 
1,046,360 
$1,895,444 


1942 

$ 677,993 
1,138,116 
,$1,816,109 


A more detailed statement of non-operating income was reported 
by Union Pacific Railroad in a recent year: 


Income from oil operations in Southern California — net $ 7,681,904 

Dividend on stocks owned 5,264,020 

Interest on bonds, notes, and equipment trust certificates owned . . . 2,149,738 

Income from unfunded securities and accounts 1,805,198 

Rent from lease of road and equipment 172,243 

Miscellaneous rents . 432,680 

Miscellaneous income 2,895,635 


$20,401,418 
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Public utility. Hartford Electric Light Conapany reported non- 
operatmg income as: 

19U 1943 1942 

Other Income $145,969 $156,536 $159,561 

Industrial. Other income as reported by National Dairy Prod- 
ucts Corporation was : 


1944 1943 1942 

other Income $1,718,465 $1,311,023 $1,305,767 

Du Pont & Company, on the other hand, reported a much more 
detailed account of non-operating income. The following is from a 
recent report: 

Other Income. 

Dividends from General Motors Corp. common stock . $30,000,000 

Income from investment m controlled companies not wholly owned . . 2,036,601 

Miscellaneous other income — net 4,528,214 

$36,564,815 

Less — provision for federal taxes on other income (allocated portion) 4,290,000 

$32,274,815 

Distribution of total income. Total income is the aggregate of 
net operating income and net non-operating income. It is the 
amount of income available for the payment of fixed and other 
charges and for distribution to stockholders. 

Railroad. Chesapeake & Ohio Railway reported income available 
for fixed charges as follows: 


Net Railway Operating Income . . . 

Other Income 

Total Income ' . 

Miscellaneous Deductions 

Income Available — Fixed Charges . . 


19U 1943 1943 

$32,813,189 $37,216,148 $39,643,584 

1,967,365 1,895,444. 1,816,109 

$34,780,554 $39, 1 1 1 ,592 $41,459,693 

323,774 353,281 248,189 

$34,456,780 $38,758,311 $41,211,504 


Since 1935, under Interstate Commerce Connmission regulations, 
“miscellaneous deductions from income” has included miscellane- 
ous rents and certain miscellaneous tax accruals not chargeable to 
railway operations. 

Public utility. The income available for fixed charges was re- 
ported by Hart^prd Electric Light Company as: 

1944 194s 1942 

Operating Income $2,478,643 $2,474,026 $2,295,670 

Other Income ........... 145,969 156,536 159,561 

Gross Corporate Income $2,624,612 $2,630,562 $2,455,231 
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Deductions from “other income” where necessary should include 
miscellaneous amortization, income deductions and charges, and 
interest charged to construction. 

Industnal. National Dairy Products Corporation reported the 
following income available for fixed charges: 



1944 

194S 

194B 

Operating Profit 

. $50,709,985 

$46,725,756 

137,280,377 

Other Income 

1,718,465 

1,311,023 

1,305,767 


$52,428,450 

$48,036,779 

$38,586,144 

Less: 

Misc. Deductions . . 

. $ 4,311,422 

$ 1,566,559 

$ 2,008,364 

Provision for Contmgencies 


2,500,000 

3,900,000 


$ 4,311,422 

$ 4,066,559 

$ 5,908,364 

Available for fixed charges . . . , 

. $48,117,028 

$43,970,220 

$32,677,780 

The miscellaneous deductions included: 

19U 

ms 

1942 

Cost of past service retirement annuities . 

. $1,710,813 

$ 538,970 

$ 416,153 

Net loss on disposition of capital assets . 

. 2,268,725 

231,738 

1,123,158 

Miscellaneous charges 

331,884 

795,851 

469,053 


$4,311,422 

$1,566,559 

$2,008,364 


The cost of past service retirement annuities referred to the 
purchase by the company of all past service retirement annuities 
for employees eligible under the company’s retirement annuity 
plan. The company completed this program in 1944 by the pay- 
ment of $3,140,000, of which $1,710,813 was charged to profit 
and loss and of which ^1,429,187 was deferred. The amount de- 
ferred was the estimated federal tax income benefits which the 
company expected to derive in the future as the result of amortizing 
the payments for past service annuities in accordance 'with the 
federal income tax laws and regulations. The company planned 
to write off this amount over a period not to exceed seven years 
by annual charges to profit and loss in amounts at least equal to 
the savings in federal taxes. It was anticipated that those savings 
would arise from the allowance of the amortized amount applicable 
to each of such years as a deduction from gross income for federal 
income t^x purposes. Provision for ■ contingencies represented 
provision for possible future inventory adjustments and other 
contingencies. 

Fixed charges. Fixed charges include financial charges which 
must be paid before earnings can be distributed to stockholders as 
dividends. They include interest on funded and unfunded debt 
and amortization of bond discormt. Amortization of bond discoxmt 
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is the annual charge by which the discount on bonds issued below 
par is gradually written off during the life of the bond. Since it is 
in the nature of additional interest, it is considered a fixed charge. 

Railroad. The usual fixed charges of a railroad consist of interest 
on funded and unfunded debt, amortization of discount on fxinded 
debt, and rent for leased road and miscellaneous properties. Rent 
for leased road is usually in the form of guaranteed interest and 
dividends on the securities of the leased road. Such payment repre- 
sents to the lessor money which it would have had to pay out in 
interest and dividends on security issues of its own and hence is 
classed with interest as a fixed charge. The Pennsylvania Railroad 
operates approximately 10,132 miles of track of which the companj 
owns only 2,866 miles, or 28.2 per cent, while the balance consists 
of about 6,813 nfiles operated under lease (67.2 per cent) and 453 
miles operated under trackage rights (4.6 per cent). 

The fixed charges reported by Chesapeake & Ohio Railway were 
as follows: 


19U 194S 194B 

Rent for Leased Road $ 49,691 S 49,669 $ 49,563 

Interest on Debt 7,066,093 7,349,962 8,008,505 

$7,115,784 $7,399,631 $8,058,068 


In contrast with the Chesapeake & Ohio Railway, rent for leased 
roads and equipment is a major fixed charge to the Pennsylvania 
Railroad, Fixed charges as recently reported by the latter company 
were: 


Rent for leased roads and equipment $48,783,668 

Miscellaneous rents 415,952 

Miscellaneous tax accruals 239,963 

Interest on funded debt 26,497,330 

Interest on unfunded debt 258,812 

Miscellaneous ^ 970,360 

Smkmg and reserve funds — accretions 6,358,199 

Total " $83,524,284 

Public utility. Hartford Electric Light Company reported the 
following fixed charges: 

19U ^943 1943 

Interest on borrowed money, etc $264,748 $245,045 $273,235 

Depreciation — interest accrual 304,759 284,995 109,877 

Total $569,507 $530,040 $383,112 


The “depreciation — interest accrual” charge is the equivalent of 
interest at 3 per cent on the existing reserve. The company treats 
money borrowed from the reserve on the same basis as money 
obtained by the issue of bonds. 



260 INVESTMENT ANALYSIS 

Industrial. The fixed charges of National Dairy Products Cor- 
poration were: 

^ 1944 1943 1942 

Interest on Funded Debt $1,798,740 $1,921,409 $1^955,928 

Though the annual sinking fund charge under a bond indenture 
is a capital charge, some industrial bond indentures require that 
the fund be created out of earnings, in which case it becomes a 
fixed charge. 

Net income. Net income is the amount available for distribution 
to the stockholders. 


Railroad. Chesapeake & Ohio 

Railway reported the 

following 

net income : 

im 

1943 

1943 

Income available for fixed charges . . . 

$34,456,780 

$38,758,311 

$41,211,504 

Fixed charges: 

Rent for leased roads and equipment . . 

49,691 

49,669 

49,563 

Interest on debt 

7,066,093 

7,349,962 

8,008,505 

Net income .... 

$27,340,995 

$31,358,680 

$33,153,436 

Disposition of net income: 

Income applied to sinkmg and other 
reserve funds .... .... 

501,715 

506,548 

512,086 

Income balance transferred to profit and 
loss 

$26,839,280 

$30,852,132 

$32,641,350 


Not all of the $27,340,995 of net income in 1944 was available 
for the stocldiolders, however, since $501,715 of it was applied to 
sinking and other funds. As a result the net income available was 
$26,839,280. 

Puhhc utility. The net income as reported by Hartford Electric 
Light Company was as follows: 


Available for fixed charges 

Fixed charges 

Net income 


1944 1943 1942 

$2,624,612 $2,630,561 $2,455,231 

569,507 530,040 383,112 

$2,055,105 $2,100,521 $2,072,119 


Industrial. Under the corporate income tax and excess profits 
tax, the federal government is regarded as sharing in the profits 
of industrial companies. Net income, therefore, is usually shown 
before and after provisions for federal taxes. The net income of 
National Dairy Products Corporation was reported as follows: 



1944 

1943 

1942 

Net income before taxes 

Provision for federal taxes: 

. $46,318,288 

$42,048,811 

$30,721,852 

Normal income and surtax .... 
Excess profits tax (less credit for debt 

6,720,000 

7,400,000 

10,400,000 

retirement) 

. 26,360,000 

21,600,000 

8,100,000 

Net income after taxes 

. $13,238,288 

$13,048,811 

$12,221,852 
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The provision for federal taxes was estimated 

as follows : 



19U 

194S 

Normal tax and surtax 

$6,720,000 

$7,400,000 

Excess profits tax 

$29,200,000 

$24,000,000 

Less: debt retirement credit 

2,840,000 

2,400,000 


$26,360,000 

$21,600,000 

Amount reported as current liability 

$33,080,000 

$29,000,000 

Less* post-war excess profits tax refund 

80,000 

ml 

Amount charged to profit and loss . . . . 

$33,000,000 

$29,000,000 


Review Questions 

1. Define an income statement. 

2. Name the divisions of an income statement. 

3. Discuss the relation of the income statement to the balance sheet. 

4. Discuss the significance of the income statement to the investor. 

6. Compare the form of income statement as issued by a railroad, a public 
utility, and an industrial company. 

6. Name the important items in the operating section. 

7. Discuss the nature of operating income as reported by a railroad, a public 
utility, and an industrial company, 

8. Indicate the nature of the operating expenses of a railroad, a public utility, 
and an mdustrial company. 

‘ 9. Distinguish between net operating revenue, operating income, and net 
operating income of a railroad. 

10. Indicate the calculation and significance of net operating income in a public 
utility and net operating profit in an industrial company. 

11. Discuss the nature of non-operating income of a railroad, a public utility, 
and an industrial company. 

12. Indicate the sources of the income available for fixed charges. 

13. Define and indicate the nature of fixed charges in a railroad, a public utility, 
and an industrial company. 

14. Define and indicate the calculation of net income in a railroad, a public 
utility, and an industrial company. 


Assignment 

(a) Construct the income statement from the following data: 


Ratleoad 

Hire of Equipment — Debit Balance .... 

Operating Revenues • • 

Joint Facility Rents — Debit Balance . . • 

Non-operatmg Income 

Fixed Charges 

Operatmg Expenses 

$ 10,328,000 

. . . 61,744,000 

. . 363,065,000 

928,000 

15,799,000 

14,740,000 

219,039,000 

Public Utility 

Fixed Charges 

Operating Revenues 

Miscellaneous Operating Expenses .... 

$ 13,139,000 

180,858,000 

72,864,000 

9„353,000 

724,000 

40,927.000 

22 906 non 
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(3) Industeial 

Depreciation $ 6,433,000 

Other Income 1,167,000 

Maintenance 900,000 

Net Sales 371,867,000 

Provision for Federal Taxes 16,718,000 

Fixed Charges 259,000 

Provision for Contingencies 5,000,0^0 

Miscellaneous Operatmg Expenses . . 334,308,000 


(b) In a railroad income statement determine operating revenues from the 
following data: 


Hire of Eqmpment — Debit Balance S 15,000,000 

Taxes . . . 72,000,000 

Joint Facility Rents — Debit Balance 2,000,000 

Operatmg Expenses . . . 250,000,000 

Net Operating Income ... . . . . . . 111,000,000 


(c) In a public utility income statement, determine total income from the 
foliowmg data. 


Miscellaneous Operating Expenses $ 90,000,000 

Taxes . . . . 48,000,000 

Operating Revenue 250,000,000 

Mamtenance . 12,000,000 

Non-operating Income 50,000,000 

Depreciation 30,000,000 


(d) In an industrial income statement, determine net income from the following 
data: 


Operating Expenses . . . $380,000,000 

Provision for Contingencies 8,000,000 

Net Sales 450,000,000 

Other Income 20,000,000 

Provision for Federal Taxes 22,000,000 

Fixed Charges 9,000,000 
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THE BALANCE SHEET 


Introduction. The balance sheet is a financial statement showing 
the condition of the business as of a specified date, usually the 
close of the fiscal year. It states the assets, the habilities, and'the 
net worth of the company. The statement of assets indicates both 
the forms in which the capital has been invested and the amount 
of capital invested in each form. The capital is usually invested 
in three general forms: in working capital, as evidenced by the 
current assets; in fixed capital, as shown by land, plant, and equip- 
ment and by security investments; and in miscellaneous capital 
investments, as revealed by deferred assets, intangible assets, and 
sinking funds. The statement of liabihties and net worth, on the 
other hand, shows both the sources from which the capital has 
been derived and the amount of capital derived from each source. 
The capital is usually obtained from creditors, as evidenced by 
current habilities and funded debt, and from owners, as revealed 
m the capital stock, reserves, and surplus accounts. 

The balance sheet is significant to the investor as a basis of de- 
termining (a) the amount of capital invested in the business, (b) the 
working-capital position of the company, (c) the capital structure, 
(d) the assets that provide income, and (e) the adequacy of reported 
earnings. 

CHESAPEAKE <fe OHIO RAILWAY 
Balance Sheet, Decembeb 31 , 1944 
Assets 

Investments: 

Bond and Equipment — Property: 

Road 

Equipm^t ........ 

General Expenditures .... 


$ 379 , 714,301 

255 , 120,482 

3 , 515,674 

$ 638 , 350,457 
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Improvements on Leased Property $ 255,333 

Acquisition Adjustment — Cr 259,471 

Donations and Grants — Cr . ... 2,864,208 

Investment m Transportation Property $635,482,111 

Sinking Funds ... .... .... . . . . $ 587,317 

Special Reserve Funds . . 8,219,629 

Deposits m lieu of Mortgaged Property Sold 816,989 

Miscellaneous Physical Property 5,986,608 

Investments m Affiliated Companies: 

Stocks .... 46,035,948 

Bonds 2,377,770 

Notes . . . .... . 11,550,000 

Advances 4,336,024 

Other Investments: 

Stocks 26,520,668 

Bonds ' 481,126 

Notes 96,402 

Advances 21,043 

$107,029,524 

Less — Held by or for Company 319,000 

$106,710,524 

Less — Reserve for Adjustment of Investment in Securities .... 9,441,168 

$ 97,269,356 

Current Assets: 

Cash in Treasury $ 24,480,826 

Cash in Transit 1,028,949 

Temporary Cash Investments: 

U. S. Treasury Notes — Savings Series C~1947 11,000,000 

U. S. Treasury li% Notes — Series B-1947 7,300,000 

Special Deposits 13,026,547 

Loans and Bills Receivable 89,169 

Net Balance Receivable from Agents and Conductors 1,894,415 

Miscellaneous Accoimts Receivable 4,940,856 

Materials and Supplies . . . . ^ 8,993,907 

Interest and Dividends Receivable 233,407 

Rents Receivable 58,031 

Other Current Assets 2,192,136 

Total Current Assets $ 75,238,242 

Deferred Assets: 

Working Fund Advances 31,924 

Other Deferred Assets 919,240 

Total Deferred Assets . $ 951,164 

Unadjusted Debits: 

Rents and Insurance Premiums Paid in Advance $ 66,644 

Discount on Funded Debt 30,616 

Other Unadjusted Debits . 5,023,629 

Securities Issued or Assumed: 

Common Capital Stock (Contra) — Unpledged 25 

Refunding & Improvement 3i% Mortgage Bonds Senes D 

(Contra) — Unpledged 138,000 

Refunding & Improvement 3i% Mortgage Bonds Series E 

(Contra) — Unpledged 208,000 

General Mortgage 4^% Bonds (Contra) — Unpledged 30,000,000 

$ 35,466,914 

Less — Held by or for Company (Contra) 30,346,025 

Total Unadjusted Debits ^ | 5,120,889 

Total Assets^ $814,061,762 
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Liabilities 


Stock: 

Common (7,657,355 shares, Par Value $25) . . . 

Less — Held by or for Company at Date (Common) 

Total Stock Outstanding with Public 

Premium on Capital Stock 

Total Stock 

Funded Debt: 


First Mortgage, Paint Creek Branch, 4% 1945 

First Mortgage, Coal River Railway Company, 4% Bonds . 1945 

First Mortgage, Potts Creek Branch, 4% 1946 

First Mortgage, Kanawha Bridge & Termmal Company, 5% 1948 

Extended First Mortgage, Columbus & Hocking Valley RR 

Co , 4% . 1948 

Extended First Mortgage, Columbus & Toledo RR. Co , 4% . 1955 

Extended First Mortgage, Greenbrier R'y Co., 3^% . . . 1992 

First Mortgage, R. & A Division, 4% 1989 

Second Mortgage, R & A. Division, 4% 1989 

General Mortgage, 4^% 1992 

Refunding and Improvement Mortgage, 3^% Series D . . 1996 

Refunding and Improvement Mortgage, 3^% Series E . . 1996 

Refunding and Improvement Mortgage, Senes G~1 to G~25 . 1966 

First Consohdated Mortgage, 4i%, Hockmg Valley Railway 

Company 19^9 

Equipment Trust Obligations 

Miscellaneous Obligations ... 1946 


Less — Held by or for Company (Contra) 

Total Funded Debt Outstanding 

Current Liabilities: 

Traffic and Car — Service Balances — Cr 

Audited Accounts and Wages Payable 

Miscellaneous Accounts Payable 

Interest Matured Unpaid 

Dividends Matured Unpaid 

Unmatured Interest Accrued 

Unmatured Rents Accrued 

Accrued Tax Liabihty 

Other Current Liabilities 

Total Current Liabilities 

Deferred Liabihties 

Unadjusted Credits: 

Premium on Funded Debt . . . . * ‘ * j * * 

Accrued Amortization of Defense Projects Road . . 

Accrued Depreciation — Equipment . - • • • • • 
Accrued Amortization of Defense Projects — Equipment 
Accrued Depreciation — Miscellaneous Physical Property 

Other Unadjusted Credits 

Accrued Depreciation — Leased Property ..... 

Total Unadjusted Credits 

Surplus: 

Unearned Surplus 

Earned Surplus — Appropriated . 

Earned Surplus — Unappropriated . 


$191,433,944 

25 

$191,433,919 

2,301,093 

$193,735,012 

539.000 
2,206,000 

600.000 

283.000 

1.401.000 

2.441.000 

604.000 
6,000,000 

998.000 

80.204.000 

37.754.000 

27.803.000 

20.660.000 

15.854.000 

44.626.000 
3,060,000 

$245,033,000 

30.665.000 
$214,368,000 

1,645,281 
9,115,829 
810,926 
652,328 
5,821,219 
1,897,409 
399,963 
49,719,521 
574,845 
$ 70,637,322 
3,073,778 

$ 32,629 

1,248,757 
138,913,526 
14,393,441 
1,032,046 
6,743,339 
29,980 
$162,393,717 

$ 281,135 

16,430,545 
153,142,253 
- $169,853,933 
, $814,061,762 


Total . 
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Working capital: current assets. Current assets are those assets 
which in the normal course of business operations provide the 
means of meeting the claims of current creditors. They include 
cash, marketable securities, receivables, and inventory. The form 
in which working capital is invested is continually changing. At 
one time it is invested in a stock of goods (inventory), and when the 
inventory is sold the working capital is transferred from inventory 
to receivables. As the receivables are liquidated the working capital 
is again transformed into cash and is available again for operating 
purposes. Companies that finance their seasonal peaks out of 
current funds sometimes find employment for the surplus cash 
during slow periods in the purchase of highly marketable securities. 
The extent to which working capital is distributed among cash, 
marketable securities, receivables, and inventory varies according 
to the character of the business. 

Railroad. Railroads sell a service instead of a product and sell 
largely on a cash basis. Since they do not face the problem of financ- 
ing inventory or receivables, their chief current assets are cash 
and security investments. Chesapeake & Ohio Railway, for exam- 
ple, reported the following current assets : 


im 

Caali in Treasury $24,480,826 

Cash in Transit 1,028,949 

Temporary Cash Investments: 

U. S Treasury Notes — Tax Series B~1943 . . . 

U. S. Treasury Notes — Tax Series B-1944 . , . , 

XJ- S, Treasury Notes — Savmgs Series 

C-1947 11,000,000 

U. S. Treasury l\% Notes — Senes 
B-1947 7,300,000 


U, S. Treasury 1 Notes — Series A--1943 
TJ. S. Treasury l|% Notes — Series B~-1943 
U. S. Treasury 1 % Notes — Series C-1943 
U. S- Treasury } % Cert, of Indebt. — 

Series E-1943 

U. S. Treasury f % Notes — Series A-1944 
U. S. Treasury 1 % Notes — Series B-1944 
Other Temporary Cash Investments . . . 
Special Deposits (to pay interest, dividends, 

matured funded debt, etc.) 

Loans and Bills Receivable 

Traffic and Car Service Balances — Dr. 

Net Balance Receivable from Agents and 
Conductors .......... 

Miscellaneous Accounts Receivable . . . 

Materials and Supplies 

Interest and Dividends Receivable . . , 

Rents Receivable . 

Other Current Assets ........ 

Total Current Assets ....... 


13,026,547 

89,169 


1,894,415 
4,940,856 
8,993,907 
233,407 
58,031 
2,192,136 ^ 
$75,238,242 


1943 

$26,443,122 

933,924 


15,000,000 


5,021,875 

5,026,563 


8,556,647 

118,411 


2,411,457 

8,055,282 

7,007,898 

223,000 

44,398 

3,021,963 

$81,864,540 


194 ^ 

$27,143,338 

845,834 

600,000 

4,000,000 


8,234,656 

8.075.000 
5,025,469 

2 . 200.000 


1,988,074 

7,709,775 

121,015 

4,339,446 

1,267,670 
5,323,698 
6,829,579 
* 215,018 
37,410 
14,327 
$83,970,309 
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Cash of $25,509,775 in 1944 representod 33.9 per cent, and tempo- 
rary cash investments of $18,300,000 amounted to 24.3 per cent of 
total current assets. The two items aggregated $43,809,775 and 
accounted for 58.2 per cent of the total current assets. 

Pubhc utility. Public utility operating companies are in a posi- 
tion sunilar to railroads in that they sell a service, and primarily 
on a cash basis. For example, Hartford Electric Light Company 
reported the foUowing current 'assets; 


19U 

Cash . $1,121,330 

Notes and Accounts Receivable .... 1,006,369 

Materials and Supplies 2,036,596 

Other Current and Accrued Assets . . . 107,872 

Total Current Assets $4,272,167 


194S 

$1,007,447 

889,580 

2,035,195 

140,605 

$4,072,827 


1942 

$ 850,873 
919,535 
1,865,541 
142,692 
$3,778,641 


Materials and supplies account was the largest single item, averaging 
48.4 per cent of the total current assets. 


HARTFORD ELECTRIC LIGHT COMPANY 
Balance Sheet, December 31, 1944 


Assets 

Utility Plant $38,263,613 

Investment and Fund Accounts: 

Connecticut Power Co Stock ® $ 2,038,065 

Other Investments ‘ 181,812 

Hartford Electric Light Co. Common Stock (Shares held for future 

sale to employees) ^ . 117,026 

Total Investment and Fund Accounts $ 2,336,903 

Current and Accrued Assets* 

Cash (Tax Notes $500,000) $ 1,121,330 

Notes and Accounts Receivable 1,006,369 

Materials and Supplies 2,036,596 

Other Current and Accrued Assets 107,872 

Total Current and Accrued Assets $ 4,272,167 

Deferred Debits: 

Work in Progress $ 21,152 

Other Deferred Debits 233,980 

Total Deferred Debits $ 255,132 

Total Assets and Other Debits $45,127,815 

LiaUhties 

Capital Stock: 

Common Capital Stock (840,000 Shares par $25) $21,000,000 

Long Term Debt: 4 

Thirty-year 3% Debentures, 1937 Series,, Due April 1, 1967 .... $3,010,000 

Thirty-year 3i% Debentures, 1941 Senes, Due September 1, 1971 . . 3,885,000 

Total Long Term Debt . $ 6,895,000 


Number of shares held 60,919. 
^ Number of shares held 2,490 
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Current and Accrued Liabilities: 

Accounts Payable 

Customers’ Deposits 

Accrued Taxes and Interest on Bonds, etc. 
Other Current and Accrued Liabihties 
Total Current and Accrued Liabihties 
Deferred Credits . .... . . 

Beserve for Depreciation of Utility Plant . 
Contributions m Aid of Construction . . . 

Earned Surplus . 

Total Liabilities and Other Credits 


$ 343,939 

33,271 
2,622,788 
57,879 
$ 3,057,877 
164,290 
11,061,426 
43,560 
2,915,662 
$45,127,815 


Industrial. Industrial companies, in contrast to railroad and 
public utility companies, sell a product rather than a service, and 
for this reason their current assets are marked by the importance 
of receivables and inventory. National Dairy Products Corpora- 
tion, for example, reported the following current assets: 



19U 

194S 

1942 

Cash 

$26,920,548 

$18,569,660 

$17,027,644 

U. S. Gov’t Securities 

18,425,741 

11,197,660 

Receivables: 

Notes Receivable 

* 

291,156 

489,915 

Accounts Receivable 

* 

25,516,790 

25,780,451 


$26,874,682 

$25,807,946 

$26,270,366 

Less: Reserves for Doubtful Notes and 

Accounts 

3,293,973 

2,935,042 

2,442,185 


$23,580,709 

$22,872,904 

$23,828,181 

Inventories, at cost (generally average cost) 
or market, whichever is lower — 

Products and Materials 

37,089,533 

42,909,674 

42,437,807 

Supplies 

7,782,758 

9,341,969 

7,972,098 

Cash Surrender Value of Life Insurance 

$44,872,291 

$52,251,643 

$50,409,905 

420,966 

Total Current Assets 

$113,799,289 

$104,891,867 

$91,686,696 


* Not reported separately. 


Inventory of $44,872,291 and receivables of $23,580,709 in 1944 
represented 39.4 per cent and 20.7 per cent, respectively, of total 
current assets. 


NATIONAL DAIRY PRODUCTS CORPORATION 


Balance Sheet, Decembeb 31, 1944 


Current Assets: 

Cash 

U. S. Government Securities . 
Notes and Accounts Receivable 
Less: Reserve for Bad Debts . 


Assets 


Inventories, at lower of average cost or market: 

Products and Materials 

Supplies 

Total Current Assets 


$26,874,682 

3,293,973 

37,089,533 

7,782,758 


$26,920,548 

18,425,741 

23,580,709 


44,872,291 

$113,799,289 
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Investments and Other Assets: 

Foreign Subsidiaries: 

Canadian . $2,599,563 

English, Australian, and Argentine ....... 3,998,513 

Continental European ^ i 

~$6,598,077 

Less: Reserve for Investments 3,503,935 

'$3,094,142 

Domestic Subsidiaries, not consolidated . . . 824,772 

Miscellaneous Investments, Deposits and Receivables, 

less reserve 2,715,073 $ 6,633,987 

Property, Plant and Equipment (Stated at cost or, as to 
certain properties, at sound values as appraised as of 
dates of acquisition, less certain adjustments)* 

Land t • • . . 13,003,610 

Buildings, Machmery and Equipment ..... 127,888,420 

140,892,030 

Less* Reserve for Depreciation 55,918,403 g 4 ^57 

Prepaid and Deferred Items 2,605,783 

Goodwill 1 

Total $208,012,687 

Liabilities 

Current Liabilities: 

Serial Debentures (*Paid January 15, 1945) .... $ 1,500,000* 

Accounts Payable 20,909,369 

Accrued Liabilities 7,478,448 

Provision for Federal Taxes on Income $33,080,000 

Less: U. S. Treasury Savings Notes, Series C ... 33,08 0,000 None 

$29,887,817 

Funded Debt: 

Z\% Debentures due 1960 (semi-annual purchase fund 
requirements $275,000 (minimum) through December 

1, 1950, and $825,000 thereafter through June 1, 1960) 51,700,000 

Minority Interest in Subsidiaries * 345,308 

Reserves for: 

Contingencies 10,000,000 

Prior Years^ Federal and State Taxes 6,986,312 

Insurance 546,797 

Other 83,762 17,616,871 

Capital Stock and Earned Surplus: 

Common Stock: 

Authorized — 8,000,000 shares without par value 

Issued — 6,255,247 shares at stated value .... 51,266,676 

Earned Surplus 57,196,015 108,462,691 

Total $208,012,687 


In the 1942 and 1943 reports the company included in current 
assets "cash surrender value of life insurance,” which represented 
insurance policies on the hves of officers taken out by the company 
to protect creditors. It is true, of course, that after the lapse of 
a certain number of years, those policies have a cash surrender 
value and as such they are an asset of the corporation. In view 
of- the fact, however, that such policies do not become available 
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for the payment of current liabilities in the regular course of opera- 
tions and, therefore, do not meet the definition of a current asset, 
they should be treated as non-current assets. In the instance of 
National Dairy Products Corporation in 1943 and in 1942, the 
“cash surrender value of life insurance” should be eliminated 
from the current asset account and stated separately as a miscel- 
laneous asset. The total current assets, for analytical purposes, 
was $104,891,867 in 1943 and $91,265,730 in 1942. Current assets, 
in all cases, should be valued at cash or liquidating value. 

Fixed capital. Fixed capital refers to the investment of capital 
in more or less permanent forip. — assets which are not bought for 
the purpose of resale — such as fixed assets and investments in 
subsidiary companies. 

Fixed assets. Fixed assets consist of land, plant, machinery, 
and equipment. 

Railroad. The “investment” account in a railroad balance 
sheet includes all the fixed, or capital, assets of the company, both 
operating and non-operating. The operating fixed assets consist 
of physical property directly owned and used for transportation 
services, such as road, equipment, and improvements on leased 
railway property. Chesapeake & Ohio Railway showed the following 
investment in operating property: 

1944 194S 1949 

Road & Equipment — Property. 


Road $379,714,301 $375,232,280 $371,346,444 

Equipment 265,120,482 236,059,311 226,216,510 

General Expefiditures 3,515,674 3,527,227 3,530,271 

$638,350,457 $614,818,818 $601,093,225 


Improvements on Leased Property . . 255,333 249,937 254,843 

$638,605,790 $615,068,755 $601,348,068 


less: 

Acquisition Adjustment 259,471 247,642 

Donations and Grants ...... 2,864,208 2,856,983 251,239 

Total $635,482,111 $611,964,130 $601,096,829 


The item “equipment” represents the investment in equipment 
owned by the railroad and the railroad’s equity in equipment which 
is pledged imder an equipment trust issue. Some railroads report 
each type of investment in equipment separately. The New York 
Central Railroad in a recent year reported a total investment of 
$434,803,653, of which $312,706,392 represented owned equipment 
and $122,097,261 the equity in equipment in trust. 

The term “general expenditures” refers to expenditures for addi- 
tions and fietterments and road extensions during the year. The 
Chesapeake & Ohio Railway report “General Expenditures” as a 
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lump sum. Some companies, however, report the respective amounts 
applicable to road and to equipment. The Atchison, Topeka & 
Santa Fe Railway in a recent year reported the distribution of 
general expenditures as $1C,029,766 for road and 117,360,932 for 
equipment. 

The item “improvements on leased property” represents capital 
expenditures on other roads which the company leases under long- 
term contracts. Since the conditions of the lease make the leased 
property equivalent to owned property, the betterments and addi- 
tions are considered as additions to the lessor road’s property ac- 
count. The Pennsylvania Railroad, in contrast to the Chesapeake & 
Ohio Railway, recently reported the breakdown of the “Improve- 
ments on Leased Property” account as: 


Road $136,647,216 

Equipment 5,448,096 

General Expenditures 2,789,618 


$144,884,930 

Obviously, the amount reported as “Improvements on Leased 
Property” tends to vary from road to road in accordance with the 
amount of property leased as evidenced in part by the iucome deduc- 
tion “Rent for Leased Roads.” In the instance of the Chesapeake & 
Ohio Railway in 1944, the asset account “Improvement on Leased 
Property” of $255,333 compared with the income deduction “Rent 
for Leased Roads and Equipment” of $49,691, whereas the Penn- 
sylvania RaUroad m the same year reported the asset “Improve- 
ments on Leased Property” of $144,884,930 compared with the 
income deduction “Rent for Leased Roads and Equipment” of 
$48,783,668. 

The item “Grants in Aid of Construction” represents contribu- 
tions by governmental agencies toward the cost of road and equip- 
ment property. Under those grants government traffic is carried 
at less than established commercial rates. By an order of the Inter- 
state Commerce Commission effective January 1, 1943, such contri- 
butions are now treated as reductions in the cost of property as 
sta;ted on the asset side of the balance shqet. In 1942 Chesapeake & 
Ohio Railway carried as a liability “Governmental Grants: Grants 
in Aid of Construction . . . $251,239.” In compliance with the 
Commission’s order, the company in 1943 transferred the entire 
account from the liability side of the balance sheet to the asset side 
as a reduction of the January 1, 1943, balance in “Investment in 
Road and Equipment.” 
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Pubhc utility. The fixed assets of an operating public utility 
company consist primarily of the plant and equipment devoted to 
providing service. An electric utility plant may be either a hydro 
or a steam plant. A very large part of the electric energy produced 
in this country is generated by steam plants; more than twice as 
much was generated by steam than by hydro plants in 1944. A 
hydro plant utilizes water as its basic raw material, whereas a 
steam plant uses coal. The generating capacity of the Idaho Power 
Company, for example, is predominantly hydro, whereas Detroit 
Edison Company generates almost all of its electric requirements 
by steam. 

Hartford Electric Light Company reported as follows: 

1944 194s 194s 

Utility Plant . . $38,263,613 $38,445,705 $37,845,650 

« 

The utility plant of this company consisted of two steam and one 
hydro-generating plants and a distribution system, which included 
597 miles of overhead and 125 miles of underground lines and 22 
major substations. Transmission fines are the wire circuits that 
carry "power from the generating plants to the areas in which the 
power is to be distributed. The distribution fines consist of wire 
circuits that carry electric power, stepped down by transformers, 
from transmission lines to retail customers.’ 

Industrial. The fixed assets of an industrial company consist 
of plant and equipment, as evidenced by the report of National 
Dairy Products Corporation: 

1944 194s 1949 

Property, Plant <& Equipment* 

Land $ 13,003,610 $ 14,102,671 $ 14,630,083 

Buildings, machinery, and Equipment . 127,888,420 133,967,041 136,324,890 

$140,892,030 $148,069,712 $150,954,973 

Less: Beserves for Depreciation . . . 56,918,403 65,881,229 53,568,154 

$ 84,973,627 $~ 92,188,483 $ 97,386,819 

* Stated at cost, or as to certain properties at sound values as appraised as of dates of acquisition, plus 
additions at cost, less retirements and certain adjustments. 

National Dairy Products Corporation- in reporting fixed assets 
indicated the investment in land as distinguished from the invest- 
ment in buildings, machinery, and equipment. On the other hand 
some companies, such as Goodyear Tire & Rubber Company, 
include land and buildings, machinery and equipment in one item. 
For example, the Goodyear Company has reported as follows: 


Land, buildings, machinery and equipment, at cost . . . $215,907,984 
Less : depreciation and amortization 129,7 17, 1 07 

$ 86,190,877 


Investments. Investments represent fixed capital that has been 

• ■» - I... X u-.x 1 1 
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in non-operating assets, usually in securities of subsidiary com- 
panies or other companies. 

Railroad. The non-operating assets of a railroad consist pri- 
marily of miscellaneous physical property; stocks, bonds, and 
notes of or advances to aflSliated companies; and other invest- 
ments. The investment in miscellaneous physical property includes 
mines, hotels, co mm ercial power plants, and real estate not used 
for transportation. Security investments represent mostly stocks 
of other railroads that have been purchased and are held either 
for traffic purposes, such as the interest of the .Pennsylvania in 
the New Haven, of the Union Pacific in the Chicago & North West- 
ern, and of the Missouri Pacific in the Denver & Rio Grande West- 
ern, or for consolidation purposes, such as the Pennsylvania's 
interest in the Lehigh Valley and in the Wabash. The Pennsyl- 
vania Railroad owns some $20,000,000 of common stock in the 
New York, New Haven & Hartford Railroad, and through the 
Pennsylvania Company (a wholly owned subsidiary) approxi- 
mately $31,000,000 of preferred A stock and $36,000,000 of common 
stock in the Wabash Railway, and $18,000,000 of common stock 
of the Lehigh Valley Railroad. The Chicago, Burlington & Quincy 
Railroad controls approximately 70 per cent of the outstanding 
stock of the Colorado & Southern system, with which it connects 
in Wyoming and at Denver. Through control of the 1,800-mile 
Colorado & Southern, the Burlington reaches the Gulf of Mexico 
at Galveston, touching Pueblo, Fort Worth, Dallas, and Houston 


en route. 

The Chesapeake & Ohio Railway reported the following non- 


operating fixed assets: 

Sinking Funds 

Special Reserve Funds 
Deposits in lieu of Mortgaged Property Sold 
Miscellaneous Physical Property .... 
Investment in Affliated Companies: 

Stocks 

Bonds 

Notes 

Advances 

Other Investments: • 

Stocks 

Bonds . - 

Notes 

Advances 

Less: Held by or for .Company .... 

Total Investments • 

Less: Reserve for Adjustment of Invest- 
ment in Securities . . 


19U 

lOItS 

19iB 

$ 587,317 

8,219,629 

$ 749,311 

$ 580,438 

816,989 

941,969 

831,255 

5,986,608 

7,762,706 

7,587,650 

46,035,948 

46,019,828 

46,019,828 

2,377,770 

2,287,662 

3,941,752 

11,550,000 

12,000,000 

12,003,000 

4,336,024 

2,608,521 

2,697,946 

26,520,668 

25,285,910 

22,789,928 

2,629,417 

481,126 

1,629,417 

96,402 

102,802 

153,197 

21,043 

20,949 

20,750 

$107,029,524 

$99,409,075 

$99,255,161 

319,000 

409,000 

409,000 

$106,710,624 

$99,000,076 

$98,846,151 

9,441,168 

9,441,361 

9,441,351 

« <17.269.366 

$89,558,725 

$89,404,810 
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The security investments of the Chesapeake & Ohio Railway in 
1944 consisted of $64,299,742 ia afiiliated companies and $27,119,239 
in other investments. The chief form of iavestment was in stocks 
aggregating $72,556,615, the greater part of which was in affili- 
ated companies. The balance of the security investments were in 
notes ($11,646,402), advances ($4,357,067), and bonds ($2,858,896). 
The security investments included investments in other carriers 
directly connected with the company’s operations and carried 
at a book value of $14,505,095, and also investments in non-carrier 
companies at a -book value of $10,331,089. The most important 
of the latter companies were Western Pocahontas Corporation 
and Western Pocahontas Puel Company, both of which companies 
owned coal lands located on Chesapeake & Ohio Railway lines. 
The Chesapeake & Ohio Railway in 1944 owned 69 per cent of the 
common stock of Pere Marquette Railway and 57 per cent of the 
common stock of the New York, Chicago & St. Louis Railroad 
(Nickel Plate). The combined holdings of Chesapeake & Ohio 
Railway and the Nickel Plate in certificates of deposit for capital 
stocks of the Wheeling & Lake Erie Railway represented 67 per 
cent of aU the outstanding stock of the last-named raihoad. 

Public utility. The investments of a public utility operating 
company are usually in the securities of subsidiary companies. 
Hartford Electric Light Company, for example, reported as follows: 

19U 1943 1943 

$ 2 , 038,065 $ 2 , 038,064 $ 2 , 038,064 

181,812 - 165,071 164,878 

117,026 117,026 117,026 

$ 2 , 336,903 $ 2 , 320,161 $ 2 , 319,918 

The investment ia Connecticut Power Company consisted of 60,919 
shares of stock. The 2,490 shares of the common stock of Hartford 
Electric Light Company held by the company, however, was really 
treasury stock: A corporation cannot be considered to own values ' 
in its own securities, siace they are an interest in itself. For ana- 
lytical purposes, treasury stock should be regarded as a deduction 
from the amount of capital stock outstanding on the liability side 
of the balance sheet rather than as an asset. The Securities and 
Exchange Commission has ruled (Regulation S-X, Rule 3.16) 
that “Reacquired shares, if significant in amount, shall be shown 
separately as a deduction from capital shares, or from the total 
of capital shares and surplus, on from surplus, at either par or Stated 


Connecticut Power Co. Stock 

OtKer Investments 

Hartford Electric Light Co. Common Stock 
(shares held for future sale to employees — 
2 , 490 ) 
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value, or cash, as circumstances require.” The total investments 
of Hartford Electric Light Company m 1944 were $2,219,877 
(12,336,903 - 1117,026), $2,203,135 in 1943, and $2,202,892 in ■ 
1942. 

Industrial. Similarly, the investments of an industrial company 
are usually in the securities of subsidiary companies. National 
Dairy Products Corporation, for example, reported: 


Investments in and advances to Canadian 

19U 

ms 

m^ 

subsidiaries 

English, Argentine, and Australian subsidi- 

$2,599,563 

$2,593,902 

$2,854,174 

aries 

3,998,513 

4,006,392 

4,315,393 

Continental European subsidiaries .... 

1 

1 

1 

Less: Reserve for foreign investments and 

$6,598,077 

$6,600,295 

$7,169,568 

advances 

8,503,935 

3,060,983 

2,739,633 


$3,094,142 

$3,539,312 

$4,429,935 


The company segregated its investments, reporting them geo- 
graphically as $3,998,513 in Enghsh, Argentine, and Australian 
subsidiaries and $2,599,563 in Canadian subsidiaries. As a result 
of war conditions, the company placed an extremely nominal value 
on its investments in Continental European subsidiaries. 

While investments by railroad and public utility companies 
are usually in domestic subsidiaries, it is not mconomon for indus- 
trial companies with world-wide markets to have substantial invest- 
ments in foreign subsidiaries. General Electric Company, directly 
or through subsidiaries, holds substantial interests in other large 
American and foreign electrical manufacttiiers and in important 
foreign utility companies. Activities in other countries, except 
Canada, are conducted principally by International General Elec- 
tric Company, a wholly owned subsidiary, which has manufacturing 
or selling subsidiaries in practically every foreign market having 
trade relations with the United States. Canadian business is handled 
by Canadian General Electric Company. International Harvester 
Company owns plants and sales agencies in many foreign countries. 
Prior to the outbreak of war in 1939, foreign business accormted 
for a substantial part of the company’s total revenues. 

Fixed capital assets — fixed assets and investments — should be 
valued at original costiess depreciation. 

Miscellaneous assets. Miscellaneous assets represent those 
assets which cannot be properly classed as current or fixed assets. 
They consist primarily of deferred assets, intangible assets, and 
sinking funds. 
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Deferred assets. Deferred assets comprise all expenditures the 
benefits of which are not entirely obtained in the period in which 
they are made but which, in the regular course of operations, will 
be charged as expenses of subsequent periods. The usual deferred 
assets are prepaid expenses, operating supplies, organization expense, 
bond discount, and miscellaneous deferred charges. 

Prepaid expenses are those that have a definite life, fixed by 
trade custom or the specific terms of a contract, at the end of which 
period at benefits will have accrued. They include such prepaid 
expenses as rents, taxes, and insurance premiums. Those expenses 
are paid in advance and constitute a charge at the date of payment. 
The full benefit, however, will not have been obtained until the 
end of the period for which the payment was made. 

Operating supphes are those that will be consumed and the 
benefits derived in the normal operation of the business. The 
period of consumption, however, is dependent upon the volume 
or kind of business done. 

Organization expense is the cost of organizing a corporation. 
Inasmuch as such cost is met before any profits are available to 
offset them, they are shown for the initial period as an asset to 
prevent the appearance of a deficit in the balance sheet. It is custo- 
mary, however, to write them off during the early years of the cor- 
poration’s existence. 

Bond discount arises out of the fact that the corporation has 
sold its bonds for less than par value. The full par value of the 
bonds must be paid to the bondholders at maturity. In the mean- 
time the annual interest payments and the discount constitute 
the cost of borrowing. Since the bond discount cannot be regarded 
as a loss for the year in which the bonds were sold, the bonds are 
usually introduced into the balance sheet as a liability at par and 
the bond discount set up among the assets as a deferred charge. 
The bond discount is gradually written off over the life of the bond. 

Miscellaneous deferred charges represent lump-sum expenditures 
made for the purpose of bxiilding Up or increasing present or future 
income; the period of future benefit is solely a matter of judgment. 
These expenditures include such charges as- advertising, cost of 
remodeling plants, or removal to new plants. Because the benefits 
of such expenditures will be enjoyed in future periods, the expense 
is set up as a deferred charge and written off over a period of time. 

Intangible assets. The usual intangible assets are patents, copy- 
rights, trade marks, franchise rights, and goodwill. A patent is the 
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exclusive right given by the federal government to the inventor 
to manufacture and sell the device covered by the patent for a 
period of seventeen years. A basic patent may be kept alive beyond 
the seventeen-year period by the discovery of important improve- 
ments, which may be patented. A patent may be considered to 
have value to a going concern only as it enables the company to 
earn more than the ordinary rate of return on the investment. A 
patent may become valueless before the expiration of the period, 
however, if superseded by subsequently patented improvements. 

A copyright is the exclusive right granted to an author or his 
assignee by federal statutes to pubMsh and print his literary or 
artistic work. It is granted for a period of twenty-eight years and 
may be renewed for an additional twenty-eight years upon appli- 
cation within one year of the expiration of the original copyright. 
The period during which the copyright has value to its owner, 
however, is usually less than its legal life. 

Trade marks have value, because they become associated in the 
public mind with such merit as to enable the owner to obtain more 
than a normal rate of profit from the sale of the product. The 
cash value of a trade mark was illustrated in the lease under which 
International Shoe Company in 1931 leased the trade names 
“Dorothy Dodd” and “Queen Quality.” In 1937 the company 
exercised the option to purchase those trade names at a reported 
price of $100,000. 

Goodwill is the intangible asset most frequently found in indus- 
trial balance sheets. Basically goodwill is the capitalized value of 
earning power.in excess of the normal return on the net investment 
in tangible property. It is not usual, however, for a company to 
show an asset of goodwill unless it has purchased another company 
and has paid for the company’s goodwill. When goodwill is pur- 
chased it is customary to carry it at its cost value. The cost of 
goodwill purchased in the past, however, has no current analytical 
significance. It is merely an historical record of a past transaction 
and in no way is related to current earnings. 

The values given to intangibles by corporations vary consid- 
erably. Patents and franchises are given a value of $1 by General 
Electric Company and of $5 by Westinghouse Electric Corporation. 
American Tobacco Company places a value of $64,000,000 On 
brands, trade marks, and goodwill, while Liggett & Myers Tobacco 
Company places a value of only $1 on them. The value of intangible 
assets is fundamentally a matter of opinion. Basically their value 
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depends upon earnings, but accountancy provides no method of 
adjusting the valuation of intangibles in accordance with changes in 
earnings. For practical purposes, the investor disregards intangible 
assets in the analysis of financial statements by deducting them 
from the assets and from the net worth. 

Sinking fund. A sinking fund consists of cash or securities that 
have been segregated to meet a fixed obligation. If the fund has 
been established under an agreement in a bond indenture, as is 
usually the case, it is not available for the payment of liabilities 
other than the bond issue for which it was established. Though 
usually classed among the miscellaneous assets, under certain 
circumstances it may be classed as a current asset. If, for example, 
the bond issue or a portion of it will become payable during the 
current period and the amount payable is included in the current 
liabilities, then the sinking fund or the required portion necessary 
to meet the current liability should be transferred to the current 
assets. In like fashion, if the fund includes deposits to be used for 
the pa3rment of current interest, such deposits should be shown in. 
the current assets. 

Under current federal tax provisions, a frequently reported 
miscellaneous asset is “Post War Eefimd of Excess Profits Taxes.” 

Railroad. The miscellaneous assets reported by a railroad usually 
include deferred assets and unadjusted debits. The deferred assets 
consist of working funds that represent insurance funds, advances 
made to officers and employees, to be accounted for as expenditures 
are made, and other funds. Unadjusted debits are miscellaneous 
items which, for the most part, are very minor amounts and include 
prepaid expenses, discount on stocks and bonds issued, suspense 
items to be added later to some asset, or expense and contingent 
assets. The miscellaneous assets reported by Chesapeake & Ohio 
Railway were: 


Deferred Assets: 

im 

IQJfS 

19J{$ 

Working Fund Advances 

$ 31,924 

« 27,087 

$ 26,751 

Other Deferred Assets 

919,240 

544,617 

551,942 

Total Deferred Assets 

Unadjusted Debits: 

Rents and Insurance 

S951,164 

$571,604 

$578,693 

Premiums Paid in Advance . . , 
Discount on Funded Debt 

66,644 

30,616 

92,756 

37,943 

77,640 

Other Unadjusted Debitts 

Securities Issued or Assumed; 

Common Capital Stock (Contra) — 

' 5,023,629 

4,256,403 

5,025,675 

Unpledged ........ i 

25 

25 

25 
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Refunding & Improvement 4i% Mort- 
gage Bonds Series C (Contra) — 
Unpledged ... ... 

Refunding & Improvement 3i% Mort- 
gage Bonds Series D (Contra) — 
Unpledged . . ... 

Refunding & Improvement 3^% Mort- 
gage Bonds Series E (Contra) — 

Unpledged 

General Mortgage, 4^% Bonds (Con- 
tra) — unpledged 

Less: Held by or for Company (Contra) 
Total Unadjusted Debits .... 




$18,152,000 

s 138,000 

$ 130,000 

131,000 

208,000 

133,000 

134,000 

.30,000,000 

30,000,000 

30,000,000 

$36,466,914 

$34,650,127 

$53,520,340 

30,346,025 

30,263,025 

48,417,025 

$ 5,120,889 

$ 4,387,102 

$ 5,103,315 


Public utility. The miscellaneous assets of a public utility com- 
pany generaUy consist of deferred debits. Hartford Electric Light 
Company reported the following miscellaneous assets: 


Deferred Debits: 

Work in Progress 
Other Deferred Debits 


% 21,152 
233,980 
$255,132 


1943 

$ 5,149 
66,237 
$71,386 


194B 

S 96,474 
160,953 
$257,427 


Work in progress represents the practice in public utility companies 
of carrying forward, at the close of the year, expenditures on un- 
completed projects and of showing the total cost of uncompleted 
plant additions as construction work in progress. 

Industrial. The miscellaneous assets of an industrial company 
appear under many headings. Those reported by National Dairy 
Products Corporation were as follows: 



19U 

ms 

194B 

Investments and Other Assets: 



Domestic Subsidiaries, not consolidated 

S 824,772 

$ 20,272 

$ 191,272 

Miscellaneous Investments, Deposits, and 




Receivables, less reserve . . . 

2,715,073 

3,067,514 

3,631,871 

Loans to Employees, less reserve . . 


169,692 

258,236 

Prepaid and Deferred Items 

2,605,783 

2,021,520 

1,051,138 

Goodwill 

1 

1 

22,059,854 


$6,145,629 

$5,278,999 

$27,092,371 


For analytical purposes, the item of goodwill, if substantial in 
•amoimt, should be eliminated from the balance sheet. National 
Dairy Products Corporation reported goodwill at $22,059,854 in 
1942 but wrote it down to $1 in 1943 by a charge of $19,829,515 
to earned surplus and of $2,230,338 to capital surplus. Cash sur- 
render value of insurance, reported by the same company as a 
current asset, should be included in miscellaneous assets. As a 
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result of those adjustments, the total miscellaneous assets aggre- 
gated $5,453,483 in 1942. 

Current liabilities. Current liabihties represent creditors’ claims 
that will mature within twelve months from the date of the balance 
sheet and for which no special provision for liquidation has been 
made. Current liabihties include notes and accounts payable and 
accruals. 

Railroad. The current liabilities of a railroad consist primarily 
of taxes and accounts and wages payable. The Chesapeake & Ohio 


Railway, for example, reported 

the following 

current liabilities: 


19U 

194S 

1942 

Traffic and Car-service Balances — Cr. . 

. $ 1,645,281 

$ 312,898 


Audited Accounts and Wages Payable . 

9,115,829 

9,937,247 

8,416,900 

Miscellaneous Accounts Payable . 

810,926 

748,142 

705,099 

Interest Matured Unpaid .... 

652,328 

630,962 

611,785 

Dividends Matured Unpaid . . 

5,821,219 

5,806,332 

6,937,967 

Unmatured Interest Accrued . . . 

1,897,409 

1,847,841 

1,910,111 

Unmatured Rents Accrued . . . 

399,963 

374,455 

255,185 

Accrued Tax Liability . ... 

. 49,719,521 

55,118,276 

44,121,064 

Other Current Liabilities ... 

574,845 

4,341,155 

332,405 


$70,637,322 

$79,117,308 

$62,290,516 


Tax habUity was carried as an unadjusted credit prior to 1940; 
but in 1940 the Interstate Commerce Commission revised its classi- 
fication and classed tax habihty as a current hability. It is the 
largest single current hability in the above statements, representing 
approximately 70 per cent of total current liabilities. 

Public utility. Hartford Electric Light Company reported the 


foUowing current habhities : 

1944 1S4S 194B 

Accounts Payable . . . . . $ 343,939 $ 795,927 $ 165,763 

Customers’ Deposits . . . . . 33,271 29,661 28,479 

Accrued Taxes and Interest on Bonds . , 2,622,788 2,251,289 2,418,458 

Other Current and Accrued Liabihties . . 57,879 32,696 74,651 

$3,057,877 $3,109,573 $27687,351 


Industrial. The current habihties as reported by National Dairy 
Products Corporation were as fohows: 


im 

Notes Payable 

Serial Debentures maturing within one year $ 1,500,000 


Accounts Payable 20,909,369 

Accrued Liabilities 7,478,448 

Provision for Federal income and excess 
profits taxes . 33,080,000 


Less: U. S. Treasury tax notes, Series C . ' 33,080,000 

$29,887,817 


194s 

194^ 


$ 1,757,012 

$ 1,500,000 

1,500,000 

20,292,059 

17,698,642 

6,505,940 

5,618,443 

'^9,000,000 

18,500,000 

29,000,000 

18,500,000 

$28,297,999 

$26,574,097 
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Notes payable of $1,757,012 in 1942 were retired in 1943. The 
serial debentures of $1,500,000 reported as a current liability on 
December 31, 1944, were retired in January, 1945. 

Funded debt. Funded debt represents the long-term debt evi- 
denced by securities. It includes bonds or notes due after one year 
from the balance-sheet date. 


Railroad. For a railroad, the funded debt consists of equipment 
trust certificates, mortgage bonds, collateral trust notes, debenture 
bonds, and any other evidence of debt that will mature more than 


two years from the date of issue. The funded debt reported 

by the 

Chesapeake & Ohio Railway was as follows: 





19U 

1948 


First Mortgage: 


(000) 

(000) 

(000) 

Big Sandy R'y 4%, . 

1944 


S 350 

$ 3,540 

Paint Creek Branch 4% 

1945 

$ 539 

539 

539 

Coal River ,R’y 4 % 

1945 

2,206 

2,206 

2,206 

Pots Creek Branch 4% 

1946 

600 

600 

600 

Kanawha Bridge & Terminal 5 % . . 

1948 

283 

293 

302 

R & A Division 4% ... . . 

Extended First Mortgage. 

1989 

6,000 

6,000 

6,000 

Columbus & Hocking Valley 4% . . 

1948 

1,401 

1,401 

1,401 

2,441 

Columbus & Toledo 4% . 

1955 

2,441 

604 

2,441 

Greenbnei . . . 

Second Mortgage: 

1992 

604 

604 


R & A Division 4% ... . , 

1989 

998 

998 

998 

General Mortgage 4-^ % . . ... 

Refunding & Improvement Mortgage: 

1992 

80,204 

80,204 

80,204 

4i%, Senes C 

1996 



18,152 

3i %, Series D . . . . . 

1996 

37,754 

38,015 

38,267 

3 J %, Senes E 

1996 

27,803 

27,998 

28,094 

22,237 

Series G~1 to G--25 

First Consolidated Mortgage: 

1996 

20,660 

20,660 


Hocking Valley 4i% . . . - 

1999 

15,854 

15,856 

15,858 

Equipment Trust Obligations 


44,620 

31,449 

33,132 

Miscellaneous Obligations .... 

1946 

3,060 

3,797 

5,586 



$245,033 

$233,411 

$260,161 

Less: Held by or for Company at Date 





(see contra) .... .... 


30,665 

30,672 

48,826 

Total Funded Debt Outstanding . . 


$214,368 

$202,739 

$211,335 


Public utility. Hartford Electric Light Company reported funded 


debt as follows: 

im 

1943 

1942 

Thirty-year 3% Debentures 1937 Senes, due 
April 1, 1967 * t 

$3,010,000 

$3,080,000 

$3,150,000 

Thirty-year 3i% Debentures 1941 Series, 
due S^t. 1, 1971 

3,885,000 

3,990,000 

4,095,000 

Total Long-Term Debt 

$6,895,000 

$7,070,000 

$7,245,000 


Industrial. Funded debt was reported by National Dairy Prod- 
ucts Corporation as follows : 
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Serial Debentures (maturing semi-annually 
in the amount of $750,000 on June 1 and 
Dec 1 of each year through Dec 1, 1950, 
less $1,500,000 maturing within one year 

im 

194S 

194$ 

carried under current liabilities . . . 

Debentures due 1960 (semi-annual 
purchase fund requirements $275,000 
mimmum through Dec. 1, 1950, and 


$ 6,000,000 

$10,600,000 

$825,000 thereafter through June 1, 1960) 

$51,700,000 

52,800,000 

53,916,000 


$51,700,000 

$58,800,000 

164,416,000 


The serial debentures outstanding on December 31, 1943, amounted 
to $7,500,000, of which $6,000,000 was carried as funded debt, 
and of which $1,500,000, which matured during 1944, was carried 
as a current liability. During 1944 the company retired the $1,500,- 
000 that matured during the year and, in addition, retired $4,500,000 
of the $6,000,000 outstanding, leaving a balance of $1,500,000 
carried as a current liabihty which was retired on January 15, 1945. 
The company also retired $1,100,000 of the 3j per cent debentxnes 
during 1944, leaving $51,700,000 outstanding on December 31, 1944. 

Reserves. Reserves represent the allocation of surplus for specific 
purposes. 

Railroad. The account “imadjusted credits” as reported by a 
raihoad corresponds to the reserve account appearing in an indus- 
trial balance sheet.^ Chesapeake & Ohio Railway reported the 
following unadjusted credits: 


Premium on Funded Debt ....... 

Accrued Amortization of Defense Projects 

— Road 

Accrued Depreciation — Equipment . . 
Accrued Amortization of Defense Projects 

— Equipment 

Accrued Depreciation — Miscellaneous 
Physical Property ........ 

Other Unadjusted Credits 

Accrued Depreciation — Leased Property 
Total Unadjusted Credits 


im 

$ 32,629 

1949 

$ 43,534 

194^ 

$ 59,698 

1,248,757 

138,913,526 

539,197 

128,801,376 

100,000 

118,286,233 

14,393,441 

6,766,291 

2,668,280 

1,032,046 

6,743,339 

29,980 

916,948 

4,949,830 

1,419,326 

4,978,792 

$162,393,717 

$142,017,176 

$127,612,339 


The term “accrued depreciation” as used in a railroad report is 
the equivalent of the term “reserve for depreciation” as used in 
public utility and industrial reports. 


1 Under a general order of the Interstate Commerce Commission, effective January 1, 
1945, the reserves of accrued depreciation, and accrued amortization of defense projects, 
for road and equipment property, and accrued depreciation of miscellaneous physical 
property, are now required to be treated as deductions from investment accounts on 
the asset side of the balance sheet. 
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Public utility. Hartford Electric Light Company reported the 
following reserve : 

1944 idiS 1942 

Reserve for Depreciation of Utility Plant . $11,051,426 $10,336,084 $9,614,444 


The company gave the following explanation of this reserve: 

The amount shown in this account is intended not only for depreciation of plant 
which has taken place to date but also is in part an advance preparation to cover 
depreciation whicK will occur in the future from causes which have not as of this 
date caused any depreciation of existing plant, such as hurricanes, floods, earth- 
quakes, obsolescence, and other events which are not directly a function of time. 


Indmtrial, Reserves as reported by National Dairy Products 


Corporation were: 


Contingencies .... . . . . 

Prior Years' Federal and State Taxes . 

Insurance 

Other 


. $10,000,000 
6,986,312 
546,797 
83,762 
$17,616,871 


1943 

$10,000,000 

5,732,016 

612,846 

309,225 

$16,654,087 


194B 

$ 7,500,000 
3,888,409 
828,029 


$12,216,438 


Miscellaneous liabilities. This item consists of liabilities that do 
not appropriately fall into any one of the other classes of liabilities. 

Railroad, The miscellaneous liabilities of a railroad are reported 
as '^deferred liabilities^^ and consist of unusual liabilities of a some- 
what indefinite nature. The Chesapeake & Ohio Railway, for ex- 
ample, reported: 

19U 

Deferred Liabilities ........ $3,073,778 $1,203,359 $1,123,716 


Public utility. The miscellaneous liabilities reported by 
Electric light Company were: 

wu iUS 

Deferred Credits $164,290 $185,356 

Contributions in Aid of Construction . . . 43,560 

$207,850 $223,545 


Hartford 


194B 

$237,982 

19,365 

$257,347 


Industrial, National Dairy Products Corporation reported the 
following miscellaneous liabilities: 

1944 tw 

Minority Stockholders' Interest in Subsidiary 

Companies $345,308 


$321,401 


$297,823 


The balance sheet of National Dairy Products Corpwation is _a 
consolidated statement of the parent company and its domestic 
subsidiary companies. Since the parent "company does not 
ah of the outstanding stock of some of the subsidiaries, the subsidi- 
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ary company stock outstanding in the hands of stockholders repre- 
sents a minority mterest. For this reason the parent company 
does not have an undivided interest in the net assets of the sub- 
sidiary company. The interest of the minority stockholders is 
reported on the liability side of the consolidated balance sheet and 
represents the aggregate of the par value of the minority stock and 
the minority interest’s proportionate share of the surplus of the 
subsidiary company. 

Capital stock. The capital stock account represents the stock 
that has been issued and is outstanding. The value shown is at 
either par value or stated value. 

Railroad. The capital stock as reported by Chesapeake & Ohio 
Railway consisted of : 

1944 1943 1942 

Preference — Series A 4% ..... S 15,314'i708 

Common (7,657,355 shares par value $25 

each and $69 44 scrip) . ... $191,433,944 $191,433,944 191,433,944 

$191,433,944 $191,433,944 $206,748,862 

Less* Held by or for Company at Date — 

Common (Contra) ...... 25 25 25 

Total Outstanding $191,433,919 $191,433,^19 $206,748,627 

The 4 per cent preference stock series A (153,147 shares with a 
par value of $100) outstanding in the amount of $15,314,708, since 
its issuance as a dividend on the common stock in 1937, was re- 
deemed at its call price of 107f in 1943. The common stock con- 
sisted of 7,657,356 shares with a par value of $25 each, of which 
one share was held in the treasury. 

Public utility. Hartford Electric 'Light Company reported the 
following capital stock: 

1944 1943 1942 

Capital Stock: 

Common Stock (840,000 shares par $25) $21,000,000 $21,000,000 $21,000,000 

Here the stock outstanding was overstated, since included in the 
840,000 shares were 2,490 shares held in the treasury for future 
sale to employees and reported as an asset in the “Investment and 
Fund Accounts.” To determine the actual outstanding stock, 
it is necessary to deduct that treasury stock from the capital stock 
as reported. . The capital stock outstanding in 1944 was. 837,510 
shares (840,000 — 2,490) with a total pah value of $20,937,750 
(837,510 X $25). 

Industrial. The capital stock as reported by National Dairy 
Products Corporation was as follows: 
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19U 194s 1942 

Common Stock: 

Authorized — 8,000,000 shares without 
par value 

Issued ~ 6,255,247 shares at stated value $51,266,676 $51,266,676 $51,266,676 

The company was authorized to issue 8,000,000 shares of stock 
but only 6,255,247 shares were issued and outstanding, leaving 
1,744,753 unissued. 

Surplus. Surplus is the excess of the aggregate value of the assets 
over the stated value of the liabilities, reserves, and capital stock. 
It is the item that makes the balance sheet a balanced sheet. 

Railroad. The surplus as reported by Chesapeake & Ohio Rail- 
way was as follows ; 

19U 1943 1942 

Premium on Capital Stock $ 2,301,093 S 2,301,093 $ 2,301,093 

Surplus: 

Unearned Surplus 281,135 279,729 

Appropriated Surplus i . 16,430,545 30,234,608 32,333,062 

Earned Surplus 153,142,253 139,019,909 136,509,603 

$172,155,026 $171,835,339 $171,143,758 

Public utility. Hartford Electric Light Company reported surplus 
as: 

^ 19U i943 1942 

Earned Surplus $2,915,662 $3,170,877 $3,397,494 


This surplus was overstated in that the company included treasury 
stock as an asset-. The elimination of $117,026 from the asset side 
of the balance sheet made necessary a similar elimination from the 
hability side. The elimination of $117,026 from the liability side 
is accomphshed by charging $62,260 (2,490 shares at $25) to the 
capital stock account and the excess above par value of $54,776 
($117,026 — $62,250) to surplus. The net surplus, therefore, was 
$2,860,886 ($2,915,662 - $54,776) in 1944, $3,116,101 in 1943, 
and $3,342,718 in 1942. 

Industrial. The surplus of National Dairy Products Corporation 


consisted of : 

1944 1943 1942 

Capital Surplus S 2,230,338 


Earned Surplus $57,196,015 $50,558,498 63,594,449 

$57,196,015 $50,558,498 $65,824,787 

Inasmuch as goodwill of $22,059,854 was eliminated from the state- 
ment of assets in 1942 for analytical purposes, on the same basis 
the surplus in 1942 should be reduced to $43,764,933. The capital 
surplus of $2,230,338 in 1942 was eliminated in 1943. Since then 
the company has had only an earned surplus. 
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Review Questions 

1. Define a balance sheet. 

2. Name the divisions of a balance sheet. 

3. Discuss the relative significance of assets on the one hand and of liabilities 
and net worth on the other. 

4. Name the forms of capital investment. 

5. Name the sources of capital. 

6. Discuss the significance of the balance sheet to the investor. 

7. Name the assets representing working capital and fixed capital, respectively. 

8. Distinguish between the fixed assets of a railroad, of a public utility, and 
of an industrial company. 

9. Indicate the nature of the non-operating property of a railroad company. 

10. Define deferred assets and indicate their nature. 

11. Discuss the nature of intangible assets and discuss the problem of their 
valuation. 

12. What is meant by ^‘unadjusted debits’' in a railroad company balance sheet? 

13. Define current liabilities and indicate their nature. 

14. Define funded debt. 

15. What is meant by ‘‘unadjusted credits" in a railroad company balance 
sheet‘d 

16. Define capital stock and surplus. 


Assignment 

(a) Construct the balance sheet from the following' data: 

(1) Railroad 

Surplus $ 309,346,000 

Investments 1,115,313,000 

Unadjusted Debits 7,573,000 

Deferred Liabilities 12,904,000 

Current Assets 181,357,000 

Unadjusted Credits 171,658,000 

Current Liabilities . . . 79,956,000 

Deferred Assets 17,276,000 

Capital Stock 321,894,000 

Miscellaneous Liabihties 57,207,000 

Funded Debt 368,554^000 

(2) Public Utilitt 

K^erves $171,433,000 

Property, Plant and Equipment 746,378,000 

Current Liabilities 48,397,000 

Deferred Charges * . . 27,998,000 

Funded Debt 343,882,000 

Earned Surplus . 48,574,000 

Current Assets . 133,045,000 

Capital Stock 317,967,000 

Investments 11,019,000 

Miscellaneous Assets . . . . 14,070,000 

MisoeEaneous Liabilities 2,257,000 
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(3) Industeial 

Current Liabilities ^22,926,000 

Deferred Charges 2,165,000 

Reserves 24,702,000 

Current Assets 89,419,000 

Capital Stock 64,875,000 

Property, Plant and Equipment* 66,536,000 

Surplus 39,795,000 

Miscellaneous Assets . . 4,816,000 

Miscellaneous Liabihties . 10,638,000 

* Net after reserve for depreciation. 

(b) Indicate the account into which the following items would fall in a railroad 
balance sheet working funds, advances, prepaid expenses, equipment, insur- 
ance funds, bond discount, general expenditures, contingent assets, miscella- 
neous funds, and improvements on leased lines. 
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SURPLUS AND RESERVES 


Surplus. The stockholders’ interest in a company is referred to 
as the net worth. It is represented by the excess of total assets over 
total liabilities. For instance, the net worth of the National Dairy 
Products Corporation in 1944 was $108,462,691, computed as 
follows: 

IS 

Total Assets . . . $208,012,687 

Total Liabilities: 

Current $29,887,817 

Funded Debt 51,700,000 

Minority Interest ... . 345,308 

Reserves .... . . 17,616,871 99,549,996 

Net Worth $108,462,691 

Net worth, in turn, consists of capital stock and surplus. For exam- 
ple, the net worth of National Dairy Products Corporation con- 
sisted of : 

Common Stock ... ... $51,266,676 

Surplus . ... 57,196,015 

Net Worth $108,462,691 

Surplus, therefore, is the excess of net worth over capital stock. 
Inasmuch as surplus is a residual account, it is correct only to the 
extent that assets and liabilities have been correctly stated and 
capital stock has been stated at its par or stated value. 

Classes of surplus. Surplus may be classed as earned surplus or 
capital surplus. National Dairy Products Corporation reported 


surplus as: 

ISU 194S 194S 

Earned Surplus $57,196,016 $60,558,498 $63,594,449 

Capital Surplus > 2,230,338 

$57,196,015 $50,558,498 $66,824,787 ^ 


The company reported an earned surplus in each of the years shown 
but did not report a capital surplus after 1942. 
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Earned surplus. Earned surplus arises from earnings which the 
management, as a matter of policy, has retained and accumulated. 
It constitutes a measure of the success of the company. The earned 
surplus as reported by National Dairy Products Corporation de- 
clined from $63,594,449 in 1942 to $50,558,498 in 1943 but increased 
to $57,196,015 in 1944. 

Capital surplus. Capital surplus arises from sources other than 
earnings. The usual sources of capital surplus are (a) paid-in sur- 
plus, (b) purchase of assets for less than book value, (c) reappraisal 
of assets at a higher value, (d) reduction in par or stated value of 
capital stock, (e) purchase by a company of its own stock below par 
or stated value, (f) the sale of treasury stock for more than its cost, 
or (g) the retirement of debt at less than book value. 

Capital surplus known as paid-in surplus represents either capital 
paid in by the stockholders in excess of the par or stated value of the 
stock, or initial surplus at the formation of a new corporation through 
merger, or surplus arising from the sale of treasury stock for more 
than its cost price. Continental Can Company, for example, sold 
188,780 shares of common stock in 1936 at $60 a share. Inasmuch 
as the par value of the stock was $20 a share, the company credited 
capital stock with $20 a share or an aggregate of $3,775,600, and 
capital surplus with $40 a share or a total of $7,551,200. 

Capital surplus may arise from the purchase of assets for less than 
book value. The Texas Company, for instance, acquired the assets 
of Selby Oil and Gas Company and several other companies for 
approximately 296,000 shares of the capital stock of the Texas 
Company with an aggregate par value of $7,400,000. The value 
assigned to the properties acquired was $13,868,007, or $6,468,007 
in excess of the par value of the stock given in payment. As a result, 
the excess of the book value of the assets over the par value of the 
stock, amounting to $6,468,007, was credited to capital surplus. 

If any of the assets are reappraised at* a higher value than the 
book value and the current book value is thereby written up, the 
surplus arising through the increase in value is classed as capital 
surplus. DuPont & Company, for example, owns 10,000,000 shares 
of General Motors Corporation common stock, which it valued at 
$23.15 a share or an aggregate value of $231,500,000 in its 1943 
report. The company has followed the practice of adjusting the 
book value of this stock in March of each year to correspond to 
the equity value of the stock as indicated by the consolidated balance 
sheet of General Motors Corporation for December 31 of the pre- 
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ceding year. The amount by which the investment is written up is 
credited to capital surplus. The adjustments in the investment and 
in the capital surplus accounts of DuPont & Company is evidenced 


by the following: 

m 

March Equity Value 

Addition to 


Per Share 

Total 

Capital Surplus 

1940 . 

$20 25 

$202,500,000 

$5,500,000 

1941 

20.80 

208,000,000 

5,500,000 

1942 . , . 

. . 21.60 

216,000,000 

8,000,000 

1943 . 

. . 23.15 

231,500,000 

15,500,000 

1944 . . . 

. . 24.70 

247,000,000 

15,500,000 


Capital surplus may be created by writing down the par or stated 
value of the capital stock. The Public Service Electric and Gas 
Company of New Jersey, with the approval of the Securities and 
Exchange Commission, reduced the stated value of its common 
stock by $50,000,000 and thus created a capital surplus of $50,000,- 
000. The West Penn Power Company reduced the stated value of 
its no par common stock from $31,750,000 to $21,750,000, without 
reducing the number of shares, and created a capital surplus of 
$10,000,000 in anticipation of any write-downs of its utility plant 
which naight result from orders by the Federal Power Commission 
and the Pennsylvania Pubhc Utility Coinmission. 

When treasmy stock is sold for more than its cost price, the 
excess of the sale price over the cost price is credited to capital 
surplus. 

Use of surplus. Surplus is used usually to absorb losses or deficits, 
to provide for specific capital uses, or to pay dividends. The partic- 
ular use made of surplus, however, depends upon the nature of 
the surplus. Earned surplus arises from earnings and is not a part 
of the contributed capital. It may be used to absorb losses, distrib- 
uted as dividends, or reserved for corporate purposes. -Capital 
surplus, on the other hand, is by its very natme part of invested 
or permanent capital. As such it is not usually available for distri- 
bution as dividends nor for the setting up of reserves. It is available 
only for transfer to the capital stock account by the declaration 
of a stock dividend. The stock dividend increases the capital stock 
account by transferring to it some of the contributed capital which, 
at the time of original record, was withheld from it. 

Surplus adjustments. The financial statements usually indicate 
the year-end adjustments of the surplus. Those adjustments (debit 
or credit) may be divided into two classes: (a) adjustments that 
relate to the current accounting period and that do not represent 
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a loss or gain, and (b) adjustments that relate to preceding account- 
ing periods. 

Current period adjustments. The usual adjustments relating to the 
current accounting period, and representing debits to surplus, are 
the payment of dividends, appropriations for surplus reserves, and 
the elimination of intangible assets. Dividends declared by the 
board of directors represent a withdrawal of some of the stock- 
holders’ interest rather than a loss to the company. The Cudahy 
Packing Company, for example, reported earned surplus on Octo- 
ber 28, 1944, as : 


Balance at October 31, 1943 . . 


$6,796,348 

Net Income for year ended Oct. 28, 1944 

Deduct — 

Unamortization portion of debt discount and expense and premium on 

3,190,061 

$9,986,409 

bonds and debentures redeemed m 1944 . . 

Dividends paid in cash on — 

7 % preferred stock . 

6 % preferred stock 

$457,835 
. 120,000 

202,645 

$9,783,764 

Common stock ... . . . 

. . 140,247 

718,082 

Surplus, Oct. 28, 1944 


$9,065,682 


The net income of 13,190,061 for the year became part of surplus 
from which the cash dividend of $718,082 was distributed. 

The Sun OH Company in 1944 declared a 10 per cent stock divi- 
dend as a result of which approximately $10,000,000 was transferred 
from earned surplus to capital stock account : 


Earned Surplus — Jan. 1, 1944 .... * 127,062,503 

- Less Adjustments (net) 65,330 

$26 997 173 

Net Income — Year 1944 13,350,217 

$40,347,390 

Less Cash Dividends 3,257,748 

Surplus before Application of Stock Dividend .... $37,089,642 

Less Stock Dividend on Common Stock ... . 9,745,149 

Earned Surplus — December 31, 1944 ...... $27,344,493 


An appropriation of surplus as a reserve places part of the surplus 
under a new balance-sheet title. For example. International Busi- 
ness Machines Corporation in 1940 transferred $2,000,000 from 
earned surplus to "reserve for contingencies.” This action removed 
$2,000,000 from surplus and set it up as a new account. 

The elimination of an intangible asset, such as goodwill, also 
reduces the surplus. For example, Socony-Vacuum Oil Company 
in 1934 reduced the par value of its stock from $25 to $16 a share, 
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or by 1317,084,620, which was transferred to capital surplus, thus 
increasing capital surplus to $342,737,434. Goodwill of $228,123,581 
was then written off by a charge to capital surplus. 

Capital Stock, 1933 
Capital Stock, 1934 . 

Capital Surplus, 1933 . . . 

Transferred from Capital Stock 
Capital Surplus before write-off 
Goodwill written-off . . . 

Capital Surplus, 1934 

Preceding-period adjustments. Adjustments relating to preceding 
accounting periods usually concern income and expense items and 
generally refer to insufficient or excessive provisions in past periods 
for such items as taxes, bad debts, and depreciation. If in 1945, 
for example, it is determined that the provision for taxes, charged 
against 1944 earnings, was inadequate, the deficiency is not a proper 
charge against 1945 earnings because the charge applies not to the 
current year but to the year before. It should be charged against 
earned surplus in 1945. In like maimer, adjustments of this class 
may result in a credit to earned surplus. DuPont & Company, for 
example, revised the provision for taxes on income in prior years in 
1942 and transferred $323,130 in excess of requirements to surplus. 
The liability of International Harvester Company for federal 
income taxes for the years 1933-1939 was finally determined in 1944, 
and the excess of the provision made in those years over the require- 
ments, amounting to $4,573,293, was then transferred to earned 
surplus. 

International Harvester Company follows the policy of charging 
off receivables that are over five years old. The company collected 
$4,928,843 in 1937, however, on receivables that had been charged 
off. After crediting those collections to the “reserve for losses on 
receivables,” the reserve applicable to receivables of prior years 
was believed to be in excess of requirements and, accordingly, 
$3,500,000 was transferred from the reserve to earned surplus. 
The company has maintained a “reserve for special maintenance” 
to provide for extraordinary renewals and replacements at manu- 
facturing plants. The management considered this reserve as exces- 
sive and transferred $9,600,000 from the reserve to earned sur- 
plus in 1939. Again in 1944 the company transferred $10,634,048 
from “reserve for depreciation” to earned surplus. This action 
reflected the decision of the company in 1942 to change its policy 
of providing for depreciation of property to conform to that used 

« A _ _ -I J1 - *_. J.1_ _ 


1792,711,438 
475,626,818 
$317,084,620 
$ 25,652,814 
317,084,620 
$342,737,434 
228,123,581 
$114,613,853 
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reserve accumulated on the books previous to 1942, the excess of 
the book reserve over the reserve for tax purposes, which amounted 
to $10,634,048 in 1944, was transferred to earned surplus. 

The scrutiny of the earned surplus account by the investor is 
primarily to detect any substantial surplus adjustments that may 
have a significance as to the financial condition of the company. 

Railroad. The corporate surplus reported by the Chesapeake & 


Ohio Railway was : 

lou 1S43 1942 

Earned Surplus . $153,142,253 $139,019,909 $136,509,003 

Appropriated Surplus 16,430,545 30,234,608 32,333,002 

Premium on Capital Stock 2,301,093 2,301,093 2,301,093 

Unearned Surplus 281,135 279,729 

$172,155,026 $171,835,339 $171,143,758 


Earned surplus represents the surplus available for distribution as 
dividends. Appropriated surplus is surplus that has been withdrawn 
from earned surplus and appropriated or reserved for corporate 
purposes. Premium on capital stock includes the excess of the 
actual cash value (at the time of the sale of the stock) of the con- 
sideration received over the amounts recorded in the capital stock 
account for par value stock plus accrued dividends, if any, and 
subsequent assessments against stockholders representing payments 
required in excess of par or other amounts recorded in the capital 
stock account. Unearned surplus represents surplus arising from 
donations by the stockholders, amounts representing reduction 
of the par or recorded value of the capital stock, gains from the 
acquisition, retirement, or resale of reacquired shares, and long-term 
debt of the company forgiven by stockholders. 

Analysis of the earned surplus account revealed the following 


changes: 

im 

194S 

19/^2 

Earned Surplus, Jan. 1 

$139,019,909 

$136,509,603 

$137,405,355 

Add: 

Credit balance transferred from income 

26,839,280 

30,852,133 

32,641,351 

Adjustment of reserves for depletion 
on coal named from Eunice Mine 

Property 

Adjustment in accounting for seven 
branch lines acquired in 1933 . . . 

Amount transferred from appropriated 
surplus account of property retire- 
ments ... 

14,013,084 

660,140 

846,717 

418,091 

Adjustment in investment in Pittston 
Company stock to cost basis . . . 
Amount transferred from sinking fund 
reserve at ms^turity of Big Sandy 

Railway bonds 

Miscellaneous items 

215,584 

24,577 

$180,112,434 

$168,021,876 

7,687,299 

$178,998,813 
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Deduct: J(944 194S 194^ 

Dividends $ 26,800,739 $ 27,258,320 $ 27,410,794 

Premium on preference stock A, retired 1,148,603 

Premium on funded debt retired . . 132,353 

Net loss from sale of securities . 167,792 518,590 

Loss on roadway property retirements . 121,192 

Reserve for adjustment in investment 

in securities 9,441,351 

Loss on sale of White Sulphur Springs 

property .... .... 2,992,299 

Loss on road and equipment retired . . 2,106,634 

Miscellaneous items 169,442 173,707 19,542 

I 26,970,181 $ 29,001,967 $ 42,489,210 

Balance, December 31 . . . $153,142,253 $139,019,909 $136,509,603 


The company began the year 1944 with an earned surplus of $139,- 
019,909, to which was added $26,839,280 net income for the year 
ending December 31, 1944, $14,013,084 from appropriated surplus 
account of property retirements, $215,584 from sinking fund reserve 
at the maturity of Big Sandy Railway bonds, and $24,577 from 
miscellaneous items, making a tot?.! earned surplus of $180,112,434, 
The earned surplus was charged, however, with dividends of $26,- 
800,739 paid out of 1944 earnings and miscellaneous charges of 
$169,442, or a total of $26,970,181. As a result, the earned surplus 
at December 31, 1944, was $153,142,253. 

Public utility. The surplus reported in public utility balance 
sheets is usually relatively small, owing to the restricted earning 
power of the companies and to their unwillingness to disclose what 
might be regarded as excessive earning power. Hartford Electric 


Light Company reported: 

1944 194s 194Z 

Earned Surplus $2,915,662 $3,170,877 $3,397,494 

Analysis of this account revealed the following changes: 

1944 194s 194s 

Surplus, January 1 $3,170,876 $3,397,494 $3,635,313 

Credits: 

Net mcome transferred 2,055,105 2,100,521 2,072,119 

Miscellaneous 380 

$5,225,981 $5,498,015 $5,707,812 

Deduct: 

Common stock dividends 2,303,320 2,303,316 2,303,318 

Premium on bonds retired 7,000 7,000 7,000 

Miscellaneous adjustments, previous pe- 
riods 16,823 

$2,310,320 $2,327,139 $2,310,318 

Surplus, December 31 $2,915,661 $3,170,876 $3,397,494 


The surplus of $3,170,876 with which the company began the year 
in 1944 was increased to $5,225,981 by the net income for the year of 
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$2,055,105. It was reduced, however, by the distribution of $2,303,- 
320 in the form of common stock dividends and $7,000 premium on 
bonds retired, leaving a surplus at the end of the year of $2,915,661. 
Industrial. The surplus as reported by National Dairy Products 


Corporation consisted of : 

1944 194s 1943 

Earned Surplus $57,196,015 $60,558,498 $63,694,449 

Capital Surplus ... . ... 2,230,338 

$57,196,015 $50,558,498 $65,824,787 

Analysis of earned surplus revealed the following changes: 

1944 194S 1942 

Surplus, January 1 . $50,558,498 $63,594,449 $55,856,805 

Credits: 

Net income for year . . 13,318,288 13,048,811 12,221,852 

Restoration of balance of reserve from 

loans to employees . ... . 200,000 

Restoration of certain property written 
down m 1939 . . . ^ 

$13,518,288 $13,048,811 $12,741,842 

$64,076,786 $76,643,260 $68,598,647 

Debits: 

Dividends ... ... 6,880,771 6,255,247 5,004,198 

Adjustments to state goodwill at nommal 
value of $1 (less portion charged to 

capital surplus) 19,829,515 

$ 6,880,771 $26,084,762 $ 5,004,198 

Surplus, December 31 . . . $57,196,015 $50,558,498 $63,594,449 


The surplus of $50,558,498 with which the company began the year 
in 1944 was increased to $64,076,786 by the net income for the year 
of $13,318,288 and the transfer of $200,000 from reserve for loans 
to employees. The company distributed dividends of $6,880,771, 
thus reducing surplus to $57,196,015. 

Capital surplus was eliminated in 1943 by the following charges : 


Capital Surplus, January 1 . . . , 

Debit: 

Portion of adjustment to state goodwill 


at nominal value of $1 


$2,230,338 

2,230,338 


In accordance with the action of the directors, goodwill previously 
valued at $22,059,854 was written down to the nommal value of $1. 
This write-off of $22,059,853 was charged to capital surplus, but 
inasmuch as capital surplus was insufficient to absorb the entire 
write-down, the balance of $19,829,615 had to be charged to earned 
surplus. 

Reserves, A reserve is au amouiit set aside on the books for a 
specific purpose. The appropriation of a reserve recognizes the 
existence of the need for which the appropriation is made and at 
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the same time reduces the surplus available for dividends. Such 
reservation may arise out of three possible situations: legal, finan- 
cial, or voluntary. The establishment of a reserve may be required 
by a bond indenture or by the preferred stock provisions. Under 
some bond indentures the issuer is required to establish a reserve 
for the retirement of the bond. In some companies a similar reserve 
is required for the retirement of the preferred stock. A reserve 
may be set up also in accordance with the usual financial policy 
to provide for such cash expenses as taxes and insurance or for 
non-cash expenses as depreciation and doubtful accounts. In accord- 
ance with the fiscal policy the management may voluntarily estab- 
lish a reserve for specific corporate purposes, such as expansion 
of plant or plant rehabilitation, or for general corporate purposes, 
such as a reserve for contingencies. 

Creation of reserve. The creation of a reserve reduces surplus 
available for dividends. For example. National Dairy Products Cor- 
poration in 1944 had reserves aggregating $80,333,182 and con- 
sisting of reserves for: 


Doubtful notes and accounts . . $ 3,293,973 

Foreign investments and advances 3,503,935 

Depreciation of property, plant, etc. . . . 55,918,403 

Insurance . . ... ... 546,797 

Prior years^ federal and state taxes . ... 6,986,312 

Contingencies . . . . 10,000,000 

Miscellaneous . . . . 83,762 

Total reserves . $80,333,182 


If these reserves had not been provided, the earned surplus on the 
balance sheet would have been $137,529,197 instead of $57,196,015. 

A reserve may be created either by a charge to surplus or by a 
charge to income. International Harvester Company, for example, 
in 1944 had a reserve for “Post-war rehabilitation, obsolescence, 
and contingencies” and a reserve for “development and extensions.” 
The former reserve represented provision for the cost of reconverting 
and rehabilitating plants and other properties, for unusual obsoles- 
cence, and for other special costs that might be necessary for post- 
war operations. The company increased the reserve from $20,000,- 
000 in 1943 to $30,000,000 in 1944 by transferring $10,000,000 
from surplus. The latter reserve represented provision for extraor- 
dinary programs involving large expenditures periodically required 
for tooling and pattern equipment. This reserve was increased 
from $6,915,949 in 1942 to $10,915,949 in 1944 by annual charges 
to cost of goods sold of $2,500,000 in 1943 and in 1944. 
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Reserve v. fund. A reserve differs from a fund in two respects: 
(a) a reserve is a liability account, a valuation account, or a part 
of the proprietary equity, whereas a fund is an asset; and (b) a 
reserve is created either by a charge to surplus or to income, whereas 
a fund represents specifically segregated assets. The establishment 
of a reserve simply retains earnings in the business by reducing 
the surplus, thus making the amount of the reserve unavailable 
for distribution as dividends to the stockholders, but it does not 
assure the availability of cash when the need for which the reserve 
was established arises. In the following situation the establishment 
of a reserve of $20,000,000 reduces the surplus available for the 
payment of dividends from $116,747,869 to $96,747,869 but leaves 
the entire cash account of $51,485,640 undisturbed and available 
for such distribution. 

Pkiob to Establishment op Reserve 


Cash . . $51,485,640 Liabilities . . . . $248,843,157 

Other Assets . . . 483,933,746 Capital Stock . 169,828,360 

Surplus 116,747,869 

Total .... $535,419,386 Total $535,419,386 

Apteb Establishment of Reserve 

Cash . $ 51,485,640 Liabilities . . . . $248,843,157 

Other Assets 483,933,746 Capital Stock . 169,828,360 

Reserve ... . 20,000,000 


Total . $535,419,386 Total . , . $533,419,386 


A fund, on the other hand, is established to make definite provi- 
sion that cash or its equivalent will be on hand to take care of the 
need as it arises. In the above illustration, if simultaneously with 
the establishment of the reserve, a fund is set up by the segregation 
of cash, the cash now available for dividends is reduced to $31,485,- 
640, and $20,000,000 in cash is definitely reserved for the purpose 
for which the reserve has been created. 


Cash S 31,485,640 Liabilities . ... $248,843,157 

Reserve Fund 20,000,000 Capital Stock 169,828,360 

Other Assets 483,933,746 Reserve 20,000,000 

Surplus 96,747,869 

Total $535,419,386 Total $535,419,386 


The creation of a reserve and a fund, therefore, protects the working 
capital position of the company by restrictiag cash dividend pay- 
ments and prevents the use of the contents of the fund for any 
purpose other than that for which the fund was intended. 

A fund usually consists of cash or securities and is generally set 



298 


INVESTMENT ANALYSIS 


aside to meet such anticipated requirements as a sinking fund for the 
retirement of funded debt or preferred stock, as insurance funds 
under a self-insurance plan, or as pension funds. Goodyear Tire & 
Rubber Company, for example, in 1938 reported a “Pension Trust 
Fund” of $3,897,156 as an asset and a “Reserve for Pension Trust 
Fund” of $3,897,156 as a liability. Similarly, Chesapeake & Ohio 
Railway in 1942 reported as an asset “Sinking Funds” of $580,438 
and as a liability “Sinking Fund Reserve ” for a like amount. Inter- 
national Nickel Company of Canada in 1943 reported as an asset a 
fund “Securities held against retirement system reserve at or below 
cost . . . $16,296,205” and as a liability “Retirement system 
reserve . . . $16,297,991.” In these instances the object of the 
fund and the need for licfuidity required cash in excess of the amount 
provided by ordinary collections in the course of operations. 

Classes of reserves. Reserves may be classified as valuation, 
liability, or surplus reserves. 

Valuation reserves. A valuation reserve applies to an asset and 
is set up to provide for shrinkage in the value of the asset. It is 
created by a charge to income in an effort to arrive atr an accurate 
statement of profit for the period and to adjust the balance-sheet 
value of the asset. A valuation reserve applies to fixed capital 
assets such as plant and investments and to current or working 
capital assets such as marketable securities, receivables, and inven- 
tory. 

Fixed assets. Fixed assets lose value through depreciation, ob- 
solescence, or depletion. This loss in value is provided for in the 
income statement by a charge to income and a credit to a reserve 
account which, in conjunction with the investment in the asset 
carried on the books, reflects the net current book valuation of the 
asset. In 1944, for example, Chesapeake & Ohio Railway reported 
“Accrued Depreciation — Equipment” of $138,913,526 against 
“Equipment” valued at $638,350,457, giving the asset “Equip- 
ment” a net book value of $499,436,931. Hartford Electric Light 
Company reported a “Reserve for Depreciation of Utility Plant” of 
$11,051,426 and an investment in utility plant of $38,263,613, or a 
net utility plant value of $27,212,187. At the same time National 
Dairy Products Corporation reported: 


Land • $ 13,003,610 

Buildings, Maciunery, and Equipment . . . , 127,888,420 

$140,S92,030 

Iiess: Reserves for Depreciation 65,918,403 

Net $ 84,973,627 
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In mining companies a periodic estimate of the portion of the 
asset exhausted in operation, known as depletion, is necessary to 
show the true present value of the asset. For instance. Anaconda 
Copper Mining Company reported: 


Timber lands and phosphate deposits ... . 16,295,076 

Less reserve for depletion 2,691,811 

Net $3,603,265 


The depreciation reserve does not necessarily increase each year 
by the full amount charged against earnings for depreciation. A^en 
property is retired its gross value is deducted from the prop- 
erty account and the depreciation accrued against it to date is 
deducted from the depreciation reserve. In some instances fully 
depreciated property is carried on the books until retired from use. 
If, however, the property is retired before it has been fully depre- 
ciated, there is sustained a “loss on property retired” which is 
charged to surplus and not against the current earnings. 

Investments in subsidiary companies lose, or face the prospect of 
losing, value through changes m current conditions for which provi- 
sion must be made. General Electric Company, with substantial 
investments in afiiliated companies, sets up a reserve to provide 
for possible loss in value of those investments, which it has reported 
as: 


Affiliated Companies: 

International General Electric Co - . $ 38,904,473 

Investment Companies . 106,591,188 

Mamifacturmg, selling, real estate, and other companies 49,092,128 

$194,587,789 

Miscellaneous 1,479,871* 

$196,067,660 

Less: Reserve for Investments 59,581,702 

Net • 1 $136,485,958 


Other companies have either written off some investments or have 
set up a reserve equal to the book value of the investments. For 
instance, National Dairy Products Corporation wrote down its 
investments in Continental European subsidiaries to a nominal value 
in 1941 and increased the reserve for investments in other foreign 
subsidiaries from 11,899,419 in 1941 to $3,503,935 in 1944. 


Foreign Subsidiaries: 

Canadian $2,599,563 

English, Argentine, and Australian 3,998,513 

Contmental European . 1 

$6,598,077 

Less: Reserve 3,503,935 

Net $3,094,142 
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American Radiator & Standard Sanitary Corporation set up a 
reserve equal to the book value of some of its foreign subsidiaries 
and reported its investments ia them as follows : 

Belgian, French, German, Dutch, and Italian Subsidiaries (less 
reserve $6,552,651) None 

This meant that those investments were carried on the books at 
$6,552,651, but a reserve for a possible loss m value had been set 
up amounting to $6,552,651. 

Current assets. The current assets subject to loss in value are 
marketable securities, receivables, and inventory. While market- 
able securities should be valued at the lower of market or cost, 
some companies also provide a reserve for possible loss in value. 
Corn Products Refining Company in 1943, for example, reported 
marketable securities at market value of $37,202,113 and at the 
same time set up a reserve of $1,119,551. 

Marketable Securities at quoted market value: 


U. S. Government . . . . . . $23,796,868 

State and Municipal .... 10,439,496 

Other 2,965,749 

$37,202,113 

Less. Reserve for depreciation 1,119,551 

Total Marketable Securities $36,082,562 


M,arketable securities had a quoted market value m 1944 of $35,- 
914,337 against a cost of $35,442,281. In view of the fact that 
approximately 94 per cent of the marketable securities consisted 
of federal and municipal obligations, the coiapany changed its 
practice and valued the securities in the balance sheet at cost. 
At the same time the company announced the policy of providing 
a reserve for loss in value only when the quoted market value was 
lower than the original cost. 

The reserve for doubtful accounts and for discounts is set up as 
an offset to the notes and accovmts of customers and indicates the 
management’s estimate of the loss in value which is likely to occur 
in their collection. The purpose of this reserve is to provide, in the 
light of experience, the probable amount of the loss in order to 
state more correctly the liquidating value of the asset on the balance 
sheet and to charge the loss to the earnings for the period in which 
the sale happened. Though this purpose is not always fully accom- 
plished, the estimate at the close of each fiscal year does affect an 
equalizing of bad debt expenses from year to year. National Dairy 
Products Corporation in 1944, for example, reported receivables 
of $26,874,682 and a reserve for doubtful accounts of $3,293,973. 
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19U ms 

Receivables: 

Notes Receivable a $ 291,156 

Accounts Receivable .... 25,5i6,790 

$26,874,682 $25,807,946 
Less: Reserve for Doubtful Debts 3,293,973 2,935,042 

$23,580,709 $22,872,904 

Not broken down 

American Radiator & Standard Sanitary Corporation has re- 
ported receivables after the reserve for doubtful accounts as: “Ac- 
counts Receivable (less Reserve $896,985) . . . $9,441,718.” Inas- 
much as the reserve amounted to $896,985, the total receivables 
aggregated $10,338,703. Goodyear Tire & Rubber Company, on 
the other hand, has distinguished between the reserve for dis- 
counts and allowances and the reserve for bad debts: 


Accounts and Notes Receivable: 

Trade (less reserve for discounts and allowances) $27,671,844 

Other 910,263 

$28,582,107 

Less: Reserve for bad debts 2,601,546 

$25,980,561 


Though inventory should be valued at market or cost, whichever 
is lower, companies whose inventory is subject to possible rapid 
and drastic decline in value sometimes make provision for such 
decline by estabhshing a reserve. National Dairy Products Corpo- 
ration in 1942 valued inventory at the lower of cost or market and 
at the same time maintained a reserve for “possible future inventory 
adjustments and other contingencies.” A similar provision appeared 
in the 1941 report of Swift & Company, in the 1942 report of Inter- 
national Harvester Company, and in the 1944 report of Mont- 
gomery Ward & Company. The latter company valued inventory 
(priced at the lower of cost of market) at $117,530,922 and set up 
a reserve ior “Possible future inventory price decline” of $16,000,- 
000 . 

In considering reserves for declines in marketable securities or 
in inventory, it is necessary to determine whether the reserve re- 
flects an actual or a possible decline in value. If the former, it is 
truly a valuation reserve, but if the latter it is considered a surplus 
reserve inasmuch as it provides for a contingent loss. 

Provision for loss in value of an asset may be accomplished by 
crediting the asset account, thus writing it down, or by crediting a 
reserve. The reserve thus set up by the latter method is called 
a “valuation’^ reserve, since both the asset account and the reserve 
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must be considered in determining the book value of the asset. 
Valuation reserves appear in corporate reports either on the asset 
side of the balance sheet as a deduction from the asset affected or 
on the hability side as a reserve. General Electric Company, for 
example, reported depreciation reserve for fixed assets as a deduc- 
tion from the asset : 


Fixed. A-Ssets 

Plant and Equipment, at cost $277,119 068 

Less. Depreciation Eeserve 238,217,080 


$ 38,901,988 

DuPont & Company, on the other hand, reported as an asset 
“Plants and Properties, at approximately cost . . . 1486,858,137” 
and on the liability side “Reserve for Depreciation and Obsoles- 
cence . . . $241,380,494.” Hartford Electric Light Company in 
1944 reported as an asset “Utility Plant . . . $38,263,613” and 
on the liability side “Reserve for Depreciation of Utility Plant . . . 
$11,051,426.” The practice of crediting to a reserve instead of to 
the asset is preferable for two reasons : (a) the provision is an esti- 
mate which is more clearly indicated by crediting a reserve than 
-by crediting the asset account, and (b) if a reserve is credited, the 
balance of the asset account represents the cost of the asset still 
in service, assuming, of course, that there are no fuUy depreciated 
assets still carried on the books. 

Liability reserves. The purpose of a liability reserve is to provide 
for a definite hability that is fairly deternoinable in amount. The 
most common habihty reserves are those set up for taxes, insurance, 
and pensions. Taxes represent a hability that will mature in a very 
short period. The uncertainty that sometimes exists, however, as 
to the exact amount of the taxes for which the company will be 
hable, has resulted in the use of the term “reserve for taxes” rather 
than “taxes accrued.” Companies are frequently unable to compute 
their federal tax habihty until some time after the close of the 
fiscal year. In hke manner the assessment of local taxes may be 
debatable and subject to reduction upon appeal. Inasmuch as 
the reserve for current taxes represents an actual habihty that will 
mature before the end of the next fiscal period, it is considered as 
a current debt and is included among the current habihties. 

Sometimes companies, in addition to providing for current taxes 
shown as a current habihty, also create a reserve to provide for 
necessary adjustments of prior years’ taxes. For example, National 
Dairy Products Corporation in 1944 provided $33,080,000 for federal 
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income and excess profits taxes which it reported as a current lia- 
bility, and at the same time it carried a reserve of $6,986,312 for 
“Prior years’ federal and state taxes” as a non-current hability. 

A second t3^e of liability reserve is a reserve for insurance. For 
instance. Anaconda Copper Mining Company reported: 

Reserves . 

For Workmen’s Compensation Insurance . . . $1,815,198 

A company that provides for the payment of pensions to em- 
ployees assumes an obligation the full burden of which should be 
borne not by the period during which the retirement occurs but 
by the periods that received the services of the employee. The usual 
practice is to build up a reserve for this purpose by an annual charge 
to expenses. DuPont & Company, for instance, reported : 

Reserve for Pensions — including $25,100,000 obligations to Trustee 


for funds borrowed from Pension Trusts $52,104,124 

Less: Cash held by Trustee of Pension Trusts 20,643,915 

Net $31,460,209 


Reserves for prior years’ taxes, insurance, and pensions are usually 
reported in the section of the liability side of the balance sheet 
designated “Reserves.” 

Surplus reserves. Theoretically a surplus reserve is created to 
act as a buffer for poor years and for emergencies. As it reduces the 
surplus, it restrains the hope of the stockholders who regard surplus 
as a source of dividend distribution. Legally, surplus reserves are 
available for dividends, but from the standpoint of the company’s 
financial report they are designated as unavailable. They may be 
returned to unappropriated earned surplus, however, at the discre- 
tion of the management and thus become available again for divi- 
dend distribution. Surplus reserves are created, as a matter of 
practice, after the charges establishing valuation -and liability 
reserves have determined the profits available for such reservation. 

Surplus reserves are sometimes designated for specific purposes. 
International Harvester Company, for example, reported: 


Reserves: , 

Special Maintenance ....$ 1,336,780 

Development and Extension 10,915,949 

Post-War Rehabilitation and Contingencies 30,000,000 


The most co mmo n surplus reserve is for contingencies, and may 
be designated as “contingency reserve” or “general reserve.” Na- 
tional Dairy Products Corporation in '1944 reported a “Reserve 
for Contingencies . . . $10,000,000,” which was established to 
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meet possible extraordinary charges arising during the war and 
postwar periods. Radio Corporation of America reported both a 
"Reserve for Contingencies . . . $3,106,174” and a "General Re- 
serve . . . $5,441,301.” General Electric Company for years has 
reported a "General Reserve.” The company revealed in the 1943 
report, however, that this reserve included capital surplus of $8,311,- 
945. 

Surplus reserves, especially of the optional type (reserve for 
contingencies), are usually associated with conservative financial 
management. This policy results in an increase in both the stock- 
holders’ investment and the creditors’ margin of protection. 

Corporate financial statements during the war period were criti- 
cized in some cases on the ground that net income was reported 
after the deduction of reserves for contingencies, reconversion of 
plants, or other postwar purposes and therefore was understated. 
The need for those reserves was the subject of extensive study by 
the Treasury Department, the Securities and Exchange Commis- 
sion, and the American Institute of Accountants. All of those 
studies accepted postwar reserves in principle; the disagreement 
applied largely to the size of the reserve. Corporate managements 
sought to provide for the extraordinary expenses and losses which 
would inevitably arise in conversion to war work and which were 
proper charges against war earnings. The establishment of excessive 
reserves would provide no tax relief, since such reserves were not 
legal deductions for tax purposes but would become so only when 
the anticipated expenses or losses were actually incurred. , The 
United States Steel Corporation, for example, established a reserve 
for "estimated additional costs arising out of war” which amounted 
to $50,000,000 in 1942. The reserve was increased to $95,359,091 
by 1944. This reserve was protected by a frmd which was designated 
as “cash and United States Government securities set aside for 
property additions and for expenditures arising out of war” and 
which amormted to $196,000,000 in 1944. The theory underlying 
such provision was that when accrued war costs became actual 
outlays they would be met out of the reserve without affecting 
future working capital. In accordance with this policy the United 
States Steel Corporation charged this reserve with $1,123,261 in 
1943 and with $3,517,648 in 1944. 

Analysis of reserves. The valuation and the liability' reserves 
command the attention of the investor because by their very nature 
those reserves are estimates. An imderestimate or an overestunate 
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of the loss in value of an asset, or of the hability incurred, distorts 
the income statement and the balance sheet. An underestimate 
of the loss in value of the asset understates the expenses charged 
to the period, thus overstating the earnings for the period; at the 
same time, it overstates the balance-sheet value of the asset. An 
underestimate of the liabihty incurred also understates the expenses 
and overstates the earnings and, correspondingly, imderstates the 
liability reserve. By the same token, an overestimate of the loss 
in value of the asset overstates the expenses charged to the period, 
thus understating the earnings and, at the same time, understates 
the balance-sheet value of the asset. An overestimate of the habUity 
incurred also overstates the expenses and understates the earnings 
and, correspondingly, overstates the liability reserve. 

The investor is interested in the amount of and the changes in the 
reserve. Analysis of the reserve for depreciation of fixed assets 
reported by National Dahy Products Corporation revealed that 
while the charge to income for depreciation did not vary much 
from year to year, the net withdrawals increased by approximately 
$2,000,000 hi 1944. 


19U ms 1942 

Balance, January 1 . $55,B81,229 $53,568,154 $51,312,486 

Charged to Income 8,663,118 8,931,094 9,233,488 

Total ... $64,544,347 $62,499,248 $60,545,974 

Net Withdrawals 8,625,944 6,618,019 6,977,820 

Balance, December 31 . ... $55,918,403 $55,881,229 $53,568,154 


The increase in net withdrawals implies an increase in the amount of 
assets fully depreciated or retired. Analysis of the reserve for doubt- 
ful accounts revealed that it increased not only in total amount but 
also relative to the receivables. 


Balance, January 1 . 
Net Charge to Income 
Balance, December 31 


tm 

$2,935,042 

358,931 


19JiS 

$2,442,185 

492,857 


$2,164,289 

277,896 


$3,293,973 $2,935,042 $2,442,185 


Reserve Receivables 


12.2% 11.2% 9.1% 


Analysis of the reserve for contingencies showed no change in it 
since the charge to income of $2,500,000 in 1943 which brought it 
to its 1944 size of $10,000,000. 

19U 194S 1942 


Balance, January 1 ........ $10,000,000 $7,500,000 $3,600,000 

Net Charge to Income 2,500,000 3, 900, 000 

Balance, December 31 ....... $10,000,000 $10,000,000 $7,500,000 
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Review Questions 

1. Explain the calculation of net worth. 

2. Discuss the component parts of net worth. 

3. Name the classes of surplus. ^ 

4. Indicate the source and significance of earned surplus. 

5. Define capital surplus and explain the sources. 

6. Name the general uses of surplus. 

7. Indicate in each of the following instances whether the charge is to earned 
surplus or to capital surplus: absorption of losses, payment of dividends, provision 
for specific capital uses, transfer of funds to capital stock. 

8. Name the classes of surplus adjustments. 

9. Name common debits to surplus and credits to surplus representing non- 
loss or gain items. 

10. Name common debits to surplus and credits to surplus representing adjust- 
ments applicable to prior periods. , 

11. Discuss the significance of analyzing surplus adjustments. 

12. Define a reserve and indicate its source. 

13. Distinguish between legal, financial, and voluntary reasons for the establish- 
ment of reserves. 

14. Explain the methods of creating reserves. 

16. Distinguish between a reserve and a fund. 

16. Name the classes of reserves. 

17. Define a valuation reserve. 

18. Indicate the assets involved in valuation reserves. 

19. Describe the methods of reporting valuation reserves. 

20. Define a liability reserve and indicate the usual reserves of this type. 

21. Define a surplus reserve and indicate its purpose. 

22. Describe the effect of a surplus reserve. ' 

23. Discuss the relation of surplus reserves to valuation and liability reserves. 

24. Discuss the relation of valuation and liability reserves to reported earnings. 

25. Discuss the factors involved in the analysis of reserves. 


Assignment 

(a) Account for the following change in capital surplus: 


Goodwill . . . , 
Capital Stock: 

No. of Shares 
Par Value . . 
Total Par Value 
Capital Surplus 


This Year Last Year 
None $228,123,581 


31,708,457 31,708,457 

$15 $25 

$475,626,855 $792,711,425 
$114,613,803 $ 25,652,814 


(b) Account for the following change in the capital surplus of a company which 
sold 188,780 shar^ of common stock during ‘'This Year^’ at $60 a share: 


Capital Stock: 

No. of Shares . # . . . 
Par Value ...... 

Total Par Value .... 

Capital Surplus 


This Year Last Year 


2,853,971 2,665,191 

$20 $20 
$57,079,420 $53,303,820 

$23,428,705 $15,877,505 
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(c) Account for the following changes in surplus: 
Common Stock- 

No. of Shares 

Stated Value . 

Total Stated Value . . . . . . . . . 

Surplus* 

Paid-in ..... 

P&L .... 


This Year Last Yeai 

2,250,921 2,250,021 

$40 $10 

$90,036,840 $22,500,210 

None $28,617,861 

$45,997,231 $84,916,000 


(d) Compute the net worth of an industrial company from the following data: 


Current Liabilities . 
Preferred Stock . . 

Reserves . . . 

Common Stock 
Funded Debt . . 

Paid-in Surplus . . 

Total Assets . . . 

Earned Surplus 
Mmority Interest . 


$ 17,859,900 
4,386,400 
1,946,550 
70,303,037 
3,500,000 
20,961,382 
127,718,522 
8,489,353 
271,900 


(e) Classify the following reserves* (1) insurance, (2) depreciation of plant 
and equipment, (3) general, (4) doubtful accounts, (5) special maintenance, 
(6) investments, (7) development and extension, (8) bad debts, (9) con- 
tingencies, (10) prior years’ taxes. 

(f) Determine the earned surplus at the end of the year from the following data. 


Cash dividends paid during the year . ... $ 3,257,748 

Net income for the year . : . 13,350,217 

Earned surplus at beginning of year .... • 26,997,173 

Stock dividend paid during year ... . .... 9,745,149 


(g) Determine the surplus at the beginning of the year from the following data. 


Dividends paid during the year 

Reserve no longer required against advances to subsidiaries 

Surplus at end of the year 

Excess tax provision m prior years 

Net mcome for the year 


$ 4,487,040 
358,765 
12,805,935 
233,506 
5,389,581 
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WORKING CAPITAL 


Introduction. The solvency of a company depends upon its work- 
ing capital position, that is, its abihty to pay the current debts as 
they mature. Measurement of the abihty to meet the current debts 
as they mature involves consideration of the current liabilities and 
the current assets. Current habihties are debts which will become 
payable within one year from the date of the balance sheet. Current 
assets are those assets which, in the normal operations of the busi- 
ness, are converted into cash. The capital invested in the current 
assets may be obtained from (a) the creation of current habilities 
including short-term borrowing, (b) the issuance of long-term lia- 
bihties such as notes and bonds, (c) the sale of capital stock, or 
(d) profits which have been retained in the business. This capital 
circulates within the group of current assets — from cash to inven- 
tories, to receivables and back to cash. In a subsequent balance 
sheet the current inventories will have become cash and receivables 
while the present receivables wiQ have become cash. 

Working capital. The excess of current assets over the current 
habihties is caUed the working capital. For example, a company 
with current habihties of $4,000,000 and current assets of $10,000,- 
000 will need to use $4,000,000 of the current assets to satisfy the 
current habihties, leaving $6,000,000 of current assets or working 
capital free for other uses within the business. 

Railroad and public utility companies. Analysis of the working 
capital position of railroad and pubhc uthity companies is not par- 
ticularly important because of the pecuhar position of companies 
in those fields. The New York Central Railroad reported an excess 
of current habihties over current assets of $51,929,390 in 1933, 
of $41,975,704 in 1934, and of $45,786,735 in 1935. The Jamaica 
Water Supply Company of Long Island, New York, reported a net 
profit of $2.77 a share on its common stock in 1944, although its 
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current liabilities of $540,147 exceeded its current assets of $449,301 
by $90,846. 

Eailroad and public utility companies are not faced with the 
problem of financing inventory or receivables. They sell a service 
rather than a product. Inventory consists primarily of materials 
and supplies which are used in the maintenance of the operating 
assets or in the construction of additions and betterments. No 
value appears on the books of railroads for available transportation 
service or on the books of public utilities for water impounded in 
reservoirs,' or gas in storage or electricity which is generated for 
immediate use. Receivables also are relatively unimportant, since 
they are collected readily. Public utility companies have the right, 
and in some mstances are required by the regulatory body, to 
discontinue service to customers who do not pay promptly. The 
receipt of revenues more or less regularly and in cash assures them 
of a fairly steady fiow of funds to meet current bUls. In addition, 
the holdings of marketable securities give them a secondary reserve 
which can be readily turned into cash. Furthermore, they are in 
a position to readily fund their unfunded debt through the sale of 
bonds. It has been customary to provide for expansion through new 
financing rather than from profits. A prosperous public utility 
may at times permit its current liabilities to exceed its current 
assets, planning to replenish its working capital by a new financing 
program. In the determination of rates in the public utility field, 
commissions view the working capital needs of the company as 
the am ount reasonable or necessary rather than the actual amount 
reflected in the balance sheet. 

Analysis of the working capital position of a railroad or a public 
utility company is usually, restricted to a consideration of cash 
on the one hand and fixed charges and near-term bond maturities 
. on the other. The Chesapeake & Ohio Railway in 1944 had cash of 
$25,509,775, which was ample to meet fixed charges of $7,115,784. 
The company faced small near-term bond maturities amounting 
to $2,745,000 in 1945, to $600,000 in 1946, and to $1,684,000 in 1948. 
The first sizable maturity was $80,204,000 due in 1992. Similarly, 
.Hartford Electric Light Company had $621,330, exclusive of tax 
notes, in cash in 1944 compared to $264,748 in fixed charges and no 
bond maturity prior to 1967. 

Industrial companies. Analysis of the working capital position 
of an industrial company, however, is most important. Insufl&cient 
working capital may result in slow payment of bills with resulting 
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poor credit rating, in curtailment of operations, and in general 
inability to progress. The most common reason for the failure of 
industrial companies is inadequate working capital. Insufficient 
working capital presents the danger of insolvency. Insolvency, in 
turn, may be technical or actual. A business is technically insolvent 
when it is unable to meet its obligations as they become due in the 
usual course of operations. Its immediate difficulty is the excess 
of maturing obligations over the ready means to meet them. On 
the other hand, a business is actually insolvent when the total 
assets are insufficient to meet the total liabilities in full. Actual 
insolvency, however, is usually preceded by technical insolvency. 

Causes of inadequate working capital. Inadequate working cap- 
ital may arise from either an actual reduction in working capital 
or an inadequate growth of working capital. A reduction in working 
capital is commonly caused by the payment of imearned interest 
and dividends, the absorption of operating losses, or the transfer 
of current funds to fixed assets. During the period 1933-1938, for 
example, American Tobacco Company paid a total of $20,000,000 
of cash dividends in excess of earnings which, together with the rise 
in inventory investment, made it necessary to increase fimded debt 
by approximately $19,000,000, and bank borrowings by about 
$28,000,000. Most of the gross revenues of International Business 
Machines Corporation come from the leasing of electrically operated 
machines and auxihary equipment which mechanically sort, tabu- 
late, and compile statistical data by the use of pxmched cards. 
Those machines and the equipment when leased are transferred on 
the books of the company from inventory to fixed asset account. 
The outlays to build the machines are a heavy burden on working 
capital which must be replenished from time to time. The company 
has obtained some of the working capital from current earnings 
by paying dividends partly in cash and partly in stock. It was 
necessary, however, for the company to raise additional working 
capital by the sale of debentures in 1936 and again in 1937. 

It is equally important that working capital increase with an 
expanding volume of business. For example, the marked rise in 
' sales of Montgomery Ward & Company during the period 1936-1940 
made it necessary for the company to raise additional working 
capital through the sale of stock and the retention of earnings. 
4n 1936, out of an estimated $25,890,000 net proceeds from the 
sale of common stock, $10,000,000 was used to reimburse the treas- 
ury for common dividends paid out of 1936 earnings and $15,890,000 
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was added to working capital. In 1940 the company faced the prob- 
lem of financing a $32,000,000 increase in receivables and inventory, 
which it accomphshed in part by the retention of a substantial 
portion of the profits. 

A company whose working capital is insufficient, therefore, must 
bring new funds into the business either from such permanent sources 
as the stockholders, through the sale of additional stock, or from 
long-term creditors, through the sale of bonds, or it must pay dff 
the current liabilities through the liquidation of assets, which may 
curtail or even halt operations. 

Measiorement of working capital. The working capital of a com- 
pany is measured by the excess of current assets over current lia- 
bilities. The working capital of National Dairy Products Corpora- 
tion, for example, was $83,911,472 in 1944, compared to $76,593,868 
in 1943 and $64,691,633 in 1942 — an increase of $7,317,604 over 

1943 and of $19,219,839 over 1942. 

19U 1943 1942 

Current Assets $113,799,289 $104,891,867 $91,265,730 

Current Liabilities 29,887,817 28,297,999 26,574,097 

Working Capital $ 83,911,472 $ 76,593,868 $64,691,633 

Working capital turnover. The productivity of the working capital 
is measured by the working capital turnover ratio: “Net sales/ 
working capital.” This ratio shows the number of times the working 
capital has reproduced itself in sales. National Dairy Products 
Corporation, for example, reported net sales of $593,852,943 in 

1944 and working capital of $83,911,472. The working capital 
was turned over 7.08 times ($593,852,943/183,911,472). This 
compares with 7.57 times in 1943 and 8.69 times in 1942. The larger 
the turnover, the greater is the volume of sales per dollar of working 
capital; and, conversely, the lower the turnover, the smaller is the 
volume of sales per dollar of working capital. For example, in the 
instance of National Dairy Products Corporation, the turnover 
of 7.08 times in 1944, 7.57 times in 1943, and 8.69 tunes in 1942 
meant that in 1944 the company obtained $7.08 of net sales per 
dollar of working capital against $7.57 in 1943 and $8.69 in 1942. 
The slowing down in the turnover meant that the company was 
'securing a decreasing number of dollars of net sales per dollar of 
working capital. 

Working capital position. The proper amount of working capital 
required by a particular company depends upon both the volume 
and the character of its business. Tlie mere statement of $83,911,472 
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of working capital for National Dairy Products Corporation in 
1944, however, was no indication of adequacy or inadequacy of 
working capital, since there is no criterion by which to judge. For 
example, in the following illustration, Company A has working 
capital of $3,000,000 while Company B has only $1,000,000. The 
working capital position of a company, however, refers to its ability 
to meet current habilities. The measurement of this ability is 
afforded not by the amount of working capital but by a comparison 
of the amount of current assets available to meet the current ha- 
bihties. In relation to current liabilities. Company A has only $1.50 

Current Assets 
Current Liabilities 
Working Capital . 

of current assets for each dollar of current liabilities, whereas Com- 
pany B has $3 of current assets per dollar of current liabilities. 
Obviously, Company B has the stronger working capital position. 

Current ratio. The more common method of measuring the work- 
ing capital position of -a company is by the current ratio “Current 
assets/current liabihties.” For National Dairy Products Corpora- 
tion in 1944, the current ratio was 3.8 to 1 ($113,799,289/$29,887,- 
817). It was 3.7 in 1943 and 3.4 in 1942. The current ratio expresses 
the number of times the current assets could satisfy the current 
habilities. It is known as a solvency ratio. The current assets of 
National Dairy Products Corporation in 1944 were sufficient to 
satisfy the current habihties 3.8 times. 

The usual minimum standard is 2 to 1 ; that is, the current assets 
should be at least twice the current habilities, on the theory that 
the stockholders should have an investment in the current assets at 
least equal to that provided by the current creditors. For example, 
in the foUowing situation, with a current ratio of 2 to 1, the current 
creditors have supphed $45,250,000 or 50 per cent and the stock- 
holders $45,250,000 or 50 per cent of the working capital invested 

Current Assets . . . $90,500,000 

Current Liabilities ... 45,250,000 

Working Capital . . $45,250,000 

Current Ratio ... . .... . 2 to 1 

in current assets. If the ratio is less than 2 to 1, the creditors are 
supplying more working capital than the stockholders. For ex- 
ample, in the following case, the creditors are providing 56 per cent 


Company A Company B 

19,000,000 $1,500,000 

6,000,000 500,000 

$3,000,000 $1,000,000 
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($30,000,000) and the stockholders only 44 per cent ($23,500,000) 
of the total current assets. 

Current Assets $53,500,000 

Current Liabilities 30,000,000 

Working Capital . . . . $23,500,000 

Current Ratio . . . . 1 8 to 1 

On the other hand, a ratio of 3 to 1 naeans that the stockholders are 
providing more of the working capital than the creditors. Thus in 
the following illustration the stockholders are providing 67 per cent 
($14,000,000) and the creditors 33 per cent ($7,000,000) of the total 
current assets. 

Current Assets . . . $21,000,000 

Current Liabilities .... ... . . 7,000,000 

Working Capital . . . $14,000,000 

Current Ratio . . . . . . . 3 to 1 

Significance of current ratio. The current ratio, it should be noted, 
assumes that the current assets will be used to satisfy the current 
liabilities and that the liquidation of the current assets will yield, 
in cash, the total amount stated in the balance sheet. This assump- 
tion, however, is not fully justified. While it is true that current 
habilities represent an actual debt and may be considered as ex- 
pressed in non-shrinkable dollars, it is equally true that the current 
assets, on the other hand, are subject to diminution in actual hqui- 
dation and may be considered as expressed in shrinkable dollars. 
What constitutes a satisfactory current ratio varies with the tjqie 
of business. In general, the more liquid the current assets, the less 
is the margin needed above the current liabilities. The strength of 
the working capital position, however, can be determined only by 
careful analysis of the current liabilities and the current assets. 

Current liabilities. Current liabilities include notes payable, 
accounts payable, accrued expenses, dividends payable, deferred 
income, and currently due funded debt. 

Notes payable. Notes payable consist of notes given to trade 
creditors or to banks or sold for cash through commercial paper 
houses. The presence of notes payable, particularly to banks, is 
not necessarily an indication of weakness. Seasonal borrowings 
which are fully paid off after the close of the active sales period are 
normal from the standpoint of both the company and the bank. 
If the amount of notes payable is substantially less than the cash 
and marketable securities, the liability offers no great cause for 
concern. If, however, the bank borrowings are larger than the 



314 


INVESTMENT ANALYSIS 


aggregate of cash and receivables, it may indicate that the company 
is relying heavily on the banks. Unless the inventory is of an unu- 
sually liquid character, the working capital position of the company 
is weak. More or less permanent bank loans may indicate that the 
company is in need of long-term capital which should be obtained 
from the sale of bonds or stock. The sales of American Tobacco 
Company, for instance, increased from $242,600,000 in 1937 to 
$529,400,000 in 1943; during the same period inventory increased 
from $137,400,000 to $236,200,000. The company sought to finance 
the rising volume of sales and inventory by short-term borrowing, 
as evidenced by the increase in notes payable from $23,400,000 in 
1937 to $87,900,000 in 1941. During the period 1939-1941 notes 


AMERICAN TOBACCO COMPANY 
( 00 , 000 ) 



Sales 

Inventory 

Funded Debt 

Notes Payable 

Cash and 
Receivables 

1937 . 

. . $242 6 

$137 4 

$19 5 

$23.4 

$34 5 

1938 . 

. . 253 1 

144 6 

19.5 

28 7 

29 0 

1939 . 

. . 270.9 

1518 

17 7 

42 0 

29 4 

1940 . 

. . 309 3 

157 7 

15 8 

42 9 

28.8 

1941 . 

. . 363.5 

202.3 

13 9 

87 9 

" 39 7 

1942 . 

. . 442 2 

229 4 

100 9 

10.0 

38 7 

1943 . 

. . 529.4 

236 2 

97.9 

161 

41 8 

1944 . 

. . 533.4 

260 8 

189.0 

— 

89 9 


payable exceeded cash and receivables. In 1942, however, the 
company funded the greater part of the unfunded debt by issuing 
$100,000,000 of bonds. As a result, notes payable were reduced to 
$10,000,000 in 1942. 

Accounts payable. Accounts payable are debts owed to trade 
creditors, usually for the purchase of inventory. 

Accrued expenses. Accrued expenses include salaries and wages, 
taxes, interest, and -other accruals. Accrued expenses, however, 
differ from accounts and notes payable in one important respect. 
The latter are the result of business transactions which have been 
entered on the books of account. An account payable is shown 
only when a purchase has been made and the invoice received; a 
note payable is recorded only when a promissory note has been 
given or a time draft drawn by a creditor has been accepted. An 
accrued expense, on the other hand, anticipates an approaching 
payment, such as taxes, wages, or interest. It represents an attempt 
to determine the amount for which the period just closed should be 
charged for the future obligation. 
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Dividends payable. Dividends payable represent dividends which 
have been declared but not yet paid. A dividend, once properly 
declared, becomes an obligation as much as any debt. 

Deferred income. Deferred income is income received before it is 
earned. It should be classed as a current liability if current assets 
will have to be used in earning it. If, on the other hand, all that is 
required to earn it is simply the lapse of time, it should be excluded 
from current liabilities, since it will not drain on current assets. 

Bonds payable. A bond due within one year from the date of the 
balance sheet should also be classed as a current liability unless 
special provision for liquidating it has been made either by a sinking 
fund or a refunding operation. 

Federal taxes. The current liabilities should also include provision 
for federal income taxes. Many corporations, in anticipation of this 
liability, have purchased United States Treasury Tax Notes, which 
may be used as payment for federal taxes. The purchase of Series B 
and C of those notes enables large taxpayers to provide in advance 
during the current year for the payment of tax bills due the next 
year.’^ There is no uniform practice among corporations, however, 
in the manner of reporting the purchase of the notes. Some corpora- 
tions report them as a current asset; others show them as a deduction 
from the accrued tax liability. International Harvester Company, 
for example, reported tax notes as an asset: 


Current Assets: 

Cash 

Marketable Securities — at cost: 
U. S. Treasury Tax Notes . 
Other U, S. Gov’t Obligations 
Other Marketable Securities . 

Receivables 

Inventories . 

Total Current Assets . . . 


$ 51,485,640 


$35,000,000 

87,172,693 

34,630 122,207,323 

.... 71,890,128 

.... 142,151,208 
.... $387,734,299 


National Dairy Products Corporation, on the other hand, reported 
tax notes as a deduction from the tax liability in 1944: 


Current Liabilities* 

Serial Debentures naaturing within one year $ 1,500,000 

Accounts Payable 20,909,369 

Accrued Liabilities - . 7,478,448 

Provision for Federal Income and Excess Profits Taxes $33,080,000 

Less: U. S. Treasury Tax Notes Senes C 33,080,000 

Total Current Liabilities $29,887,817 


1 Series C Notes are also adaptable for the temporary or short-term investment of 
idle cash balances. 
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Inasmuch as the tax notes are earmarked to meet a specific current 
liability — federal taxes — they should more properly appear as a 
deduction from the tax liability in the current liabilities. 

Liquidity of current assets. The current creditors must look to 
the current assets as the source of payment of their debts. Inasmuch 
as cash is the accepted medium of pajunent of debts, the current 
assets should be valued on the basis of the amount of cash which 
it is expected they will produce in the regular course of business 
and which, therefore, will become available for the payment of 
current debts. The basic question is: How rapidly will cash be 
obtained from the current assets in order to meet the current lia- 
bilities? 

The current assets as reported by National Dairy Products 
Corporation were: 


* 

1944 

1943 

1942 

Cash . 

S26,920,548 

$18,569,660 

$17,027,644 

U. S Gov^t Securities 

Receivables — 

18,425,741 

11,197,660 

Notes Receivable ... ... 

* 

291,156 

489,915 

Accounts Receivable 

* 

25,516,790 

25,780,451 

Less: Reserves for Doubtful Notes & 

$26,874,682 

$25,807,946 

$26,270,366 

Accounts 

3,293,973 

2,933,042 

2,442,185 

Inventories, at cost (generally average cost) 
or market, whichever is lower. Prod- 

$23,580,709 

$22,872,904 

$23,828,181 

ucts & Materials ... 

37,089,533 

42,909,674 

42,437,807 

Supplies ... 

7,782,758 

9,341,969 

7,972,098 


$44,872,291 

$52,251,643 

$50,409,905 

Total Current Assets 

* Not broken down 

$113,799,289 

$104,891,867 

$91,265,730 


Cash. Cash refers to cash on hand and in banks. In the instance 
of National Dairy Products Corporation, cash represented 23.6 per 
cent of the total current assets in 1944 as against 17.7 per cent in 
1943. 

Marketable securities. Marketable securities consist of those 
investments which from their origin and intended use have three 
characteristics: (a) they are purchased for holding during a rela- 
tively short term, (b) they have a high degree of price stability, 
and (c) they are readily marketable. They usually consist primarfiy 
of federal, state, and municipal obligations. They represent tempo- 
rary investment of excess cash built up as a secondary resource of 
cash to be drawn upon when needed. Marketable securities are 
carried at the lower of cost or market value. . 
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Receivables. Receivables are ordinarily placed after cash and 
marketable securities in corporate balance sheets on the theory that, 
of the remaining current assets, they are the most readily convertible 
into cash. The problem in the valuation of receivables is to deter- 
mine the amount of cash that will probably be realized when the 
claims they represent are settled and that, therefore, will be avail- 
able for the payment of current debts. Receivables may be classed 
as accounts and notes.^ Accounts receivable represent amounts 
owing from customers for the sale of goods or services and are not 
evidenced by negotiable instruments. Notes receivable, on the 
other hand, are negotiable instruments and represent a definite 
settlement with respect to amount and date of payment. A note 
receivable is generally considered superior to an open-book account, 
since it lends itself more readily to the legal requirements necessary 
to collection by law. 

Origin of notes receivable. The origin of the note, however, is very 
important. A note may arise from an overdue account or from trade 
practice. Obviously, if it arises after the account has become due, 
it represents an extension of the original credit period and hence is 
an inferior asset. On the other hand, if given at the time of sale, 
it is usually in accordance with trade practice. Certain lines of 
business, such as agricultural machinery, lumber, furs, and jewelry, 
customarily take notes. International Harvester Company, for 
example, reports each year as a current asset “notes of dealers, 
farmers, and motor truck users, etc.” which aggregated as much as 
$117,766,271 in 1937, $106,709,057 in 1938, and $105,357,585 in 
1941. 

INTERNATIONAL HARVESTER COMPANY 

1937 1938 1941 

$ 117 , 766,271 $ 106 , 709,057 $ 105 , 357,585 
24 , 231,603 19 , 514,161 23 , 082,519 

$ 141 , 997,874 $ 126 , 223,218 $ 128 , 440,104 

The importance of notes is evidenced by the fact that they repre- 
sented 82.9 per cent of total receivables in 1937, 84.5 per cent in 
1938, and 82.0 per cent in 1941. 

In general, the note is limited to businesses either dealing in com- 
modities of large unit value or granting long-term credit. The 
investor, of course, must determine from trade practice whether 

2 The Securities and Exchange Commission requires notes and accounts receivable 
to%e shown separately in financial statements filed with it. 


Receivables: 
Notes . 
Accounts 
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notes should properly be expected in the current assets. In instances 
where their use is unusual, it may be assumed that they represent 
either overdue accounts converted into notes or special credits 
outside of regular trade, such as notes from officers or employees. 
In such cases they represent an undesirable asset and are of doubtful 
maturity and hquidity. 

Valuation of receivables. The chief problem in valuing the notes 
and accounts receivable is usually that of estimating the bad debts 
or the amount that may not be collected. In order, therefore, for 
the company to state the cash realizable value of those assets at 
the end of the fiscal year, it is necessary for it to estimate the amount 
that probably will not be collected. For example, International 
Harvester Company set up a reserve for losses of $23,498,149 in 

INTERNATIONAL HARVESTER COMPANY 


1937 1938 19A1 

Total Receivables $141,997,874 $126,223,218 $128,440,104 

Reserve for Losses 23,498,149 25,100,720 21,349,086 

Net Receivables $118,499,725 $101,122,498 $107,091,018 


1937, of $25,100,720 in 1938, and of $21,349,086 in 1941, and thus 
estimated the current value of the receivables at $118,499,725 in 
1937, at $101,122,498 in 1938, and at $107,091,018 in 1941. As a 
result of this estimate,_the claims against customers are more cor- 
rectly valued for the balance sheet and the loss is charged to the 
period in which the sale is effected instead of the period in which 
failure to collect is experienced. This charge appears in the income 
statement as a deduction from income and in the balance sheet as an 
addition to the reserve for doubtful accounts. In 1944, for example. 
National Dairy Products Corporation provided a reserve of $3,293,- 
973 for losses on receivables, which aggregated $26,874,682. 

Receivables /current assets. The percentage of total current assets 
in the form of receivables is influenced by the nature of the industry. 
The amount of working capital invested in receivables depend 
upon (a) the volume of business and the credit terms allowed custo- 
mers and (b) the effectiveness of the collection system. The longer 
the terms of credit allowed customers or the slower the collection 
of receivables, the greater is the necessary investment of working 
capital in receivables; conversely, short terms of credit or rapid 
collections reduce the amount of working capital tied up in receiva- 
bles. Receivables represent a high percentage in agricultural ma- 
chinery companies and a small percentage in variety stores aSid 
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the cigarette division of the tobacco industry. Receivables repre- 
sented 20.7 per cent of total current assets for National Dairy 
Products Corporation in 1944, compared to 21.8 per cent in 1943 
and 26.0 per cent in 1942. 

A high current ratio is not necessarily an indication of a strong 
working capital position. It may simply reflect an increase in 
receivables due either to poor collections or to a more liberal credit 
policy. The extent to which receivables affect the liquidity of the 
current ratio may be tested by “Receivables/net sales” and “Net 
sales/ receivables. ” 

Receivables /net sales. In general, a high percentage of receivables 
to net sales is to be expected in companies that sell on a long-term 
credit basis, whereas a low percentage wiU be found in companies 
that sell on a short-term or cash basis. The application of “Receiv- 
ables/net sales” in the analysis of an individual company, however, 
is for the purpose of determining to, what extent the company is 
t3dng up working capital in receivables as a result of either a change 
in credit terms or a poor collection pohcy. If the increase in the 
current ratio has been due to increased receivables, the question 
arises : Has the increase in receivables been due to increased volume 
of sales or to slower collections? Assume the following situation: 



1945 

19U 

Net Sales 

Current Assets: 

. . $50,000,000 

$50,000,000 

Cash 

. . 5,000,000 

5,000,000 

Receivables 

. . 10,000,000 

5,000,000 

Inventory 

. . 10,000,000 

10,000,000 

Total 

. . $25,000,000 

$20,000,000 

Current Liabilities . . . 

. . 10,000,000 

10,000,000 

Current Ratio , . . . 

. . 25 

20 

Receivables/Net Sales 

, . 20% 

10% 


In this instance the current ratio has increased solely because of the 
increase of $5,000,000 in receivables. The increase m receivables, 
however, has not been due to an increase in net sales, as evidenced 
by the fact that receivables rose from 10 per cent of net sales in 1944 
to 20 per cent in 1945. Relative to sales, an increasing amount of 
working capital has been tied up in receivables. In like fashion, 
the increase in current ratio of National Dairy Products Corporation 
in 1943 was not due to increased receivables; on the contrary, 
receivables decreased not only in total but relative to net sales. 
On the other hand, the further improvement in the current ratio, 
in 1944 was offset, in part, by the increase in receivables both in 
t^al and relative to sales. 
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NATIONAL DAIEY PRODUCTS CORPORATION 

19U 194 s 1942 

Current Ratio 3 8 3 7 3.4 

Receivables • . - • ■ $26,874^682 $25,807,946 $26,270,366 

Reoeivables/Net Sales . . 4 5% 4 4% 4.9% 

Net sales I receivables. The “Net sales/receivables” is known as 
the receivables turnover and is designed to determine the number 
of times receivables have turned over during the year. It is a velocity 
relationship and tests the liquidity of receivables. Obviously, the 
more rapid the timnover, the larger is the volume of receivables 
which a given amount of working capital is supporting. In the 
instance of National Dairy Products Corporation in 1944, with 
net sales of $593,852,943 and receivables of, $26,874,682, the turn- 
over was 22.0 times, compared to 22.5 times in 1943 and 21.4 times 
in 1942. 

NATIONAL DAIRY PRODUCTS CORPORATION 

1944 1943 1942 

Net Sales . $593,852,943 $580,173,068 $562,451,639 

Receivables . . 26,874,682 25,807,946 26,270,366 

Net Sales/Receivables . . 22 0 22 5 21 4 

To learn from the turnover figure the average length of time 
the receivables were outstanding, it is the common practice to 
divide 365 days by the turnover. Thus, in the instance of National 
Dairy Products Corporation, with a turnover in 1944 of 22.0 times, 
receivables were outstanding an average of 16.6 days, compared to 
16.2 days in 1943 and 17.0 days in 1942. This ratio may also be 
computed as “Receivables/average daily sales.” In the instance 
of National Dairy Products Corporation in 1944, average daily 
sales amounted to $1,626,994 ($593,852,943/365). Hence, with 
receivables of $28,874,682 and average daily sales of $1,626,994, 
receivables were outstanding an average of 16.6 days ($26,874,682/ 
$1,626,994). The lower this ratio, especially with respect to the 
usual credit terms, the less likely is the receivables accoimt to con- 
tain old and valueless accounts. Naturally, the more promptly 
the customers pay, the less is the risk incurred from bad debts, 
the lower is the collection expense, and the more liquid is the asset. 
On the other hand, a ratio which is high relative to the usual credit 
terms reflects an unfavorable situation. In such instance greater 
allowance must be made for loss of value in liquidation. 

Inventory. Though inventory is an asset and a source of profit, 
a large inventory may create several problems. It may requife 
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substantial bank borrowings to finance it, or it may absorb an 
undue amount of cash. It may also lead to heavy losses in the 
event of a decline in commodity prices. Inventory presents a problem 
of valuation which is entirely different from that of cash and receiv- 
ables. Cash and receivables represent actual cash on hand or bona 
fide claims for the receipt of cash. Inventory, on the other hand, 
must be sold before it can be regarded as available lor the payment 
of current debt. In addition, cash and receivables are claims to 
definite amounts of money, whereas inventory is subject to changes 
in market value. 

Nature of inventory. Inventory may be divided into raw materials, 
work in process, finished goods, and supplies. Some companies 
report the inventory in this fashion, but the asset is usually reported 
as one item. United States Rubber Company, for example, reported 
inventory as follows: 


Finished Goods . . . . . $26,126,081 

Goods m Process of Manufacture . . . 1,440,677 

Raw Materials . . . . 37,242,287 

Supplies ... , 3,318,585 

Total Inventory $68,127,630 


International Harvester Company, on the other hand, reported 
inventory as one item: “Inventories . . . $151,378,843.” National 
Dairy Products Corporation reported: 

19U 194 s 

Inventories, at cost (generally average cost) or market, 
whichever is lower — 

Products and Materials ....... , . $37,089,533 $42,909,674 

Supplies . . 7,782,758 9,341,969 

$44,872,291 $52,251,643 

Inventory valuation. Inventory is usually valued at the lower 
of cost or market. The investor should determine the basis used 
in the balance sheet in valuing inventory. Most balance sheets 
indicate the basis. Cost refers to the cost to the company (purchase 
price, duties, freight, etc.) whereas market means the price at which 
identical goods, in the quantity of the normal order, can be bought 
or manufactured at prices and costs prevailing as of the statement 
date. The rule of “cost or market, whichever is lower” is based 
on the principle of providing for all losses and anticipating no profits. 
It presumes that a decline in market values for purchases will be 
followed by a decline in the selling prices of inventory. The reduc- 
tion of the inventory to market purchase price permits charging 
the loss to the period during which the price declined and trans- 
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ferring the goods to the next period at a price at whidi they can 
presumably be sold. The “cost or market” rule has the twofold 
objective of not showing an unrealized profit when inventory has a 
market value in excess of cost and of not showing an inflated value 
of mventory when cost is in excess of market value at the date of 
the balance sheet. 

Cost of inventory. Two common methods of determining the cost 
of inventory are the “first-in, first-out” and the “last-in, first-out” 
methods. The “first-in, first-out” method assumes that all sales 
have been made from the earhest purchases. The inventory on 
hand at the end of the year, therefore, is prorated back over the 
most recent purchases and their actual cost determined. For ex- 
ample, assume that the inventory on hand at the end of the year 
contains 10,000 units and the record of most recent purchases is: 


Oct 15 4,000 units at $2.00 .... . $8,000 

Nov 24 3,000 units at $1 75 5,250 

Dec. 1 2,000 units at $1.50 3,000 

Dec. 28 5,000 units at $1 80 . . 9,000 

On a “first-m, first-out” basis, the cost of the mventory would be 
$17,250, computed as follows: 

5.000 units at $1.80 $9,000 

2.000 units at $1.50 3,000 

3.000 units at $1.75 5,250 

$177250 


The “last-in, first-out” method assumes that all sales have been 
made from the most recent purchases. The goods on hand at the 
end of the year, therefore, are prorated back over the earher pur- 
chases and their actual cost determined. In the above case the 
cost of inventory would be $18,050, computed as follows : 


4.000 units at $2.00 $8,000 

3.000 units at $1.75 5,250 

2.000 units at $1.50 3,000 

1.000 units at $1.80 . % . * 1,800 


$18,050 

While a discussion of the relative merits of the two methods of 
determining cost of inventory has no place in this book, a change by 
the company from one method to the other is significant to the 
investor when compariag the results of the two years in which the 
change happened. For example, as of January 1, 1941, Swift & 
Company adopted the “last-in, first-out” method, as a result of 
which the value of inventory at the close of the fiscal year, Novem- 
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ber 1, 1941, was $20,650,347 less than it would have been under the 
previous method of determining cost and net profits after federal 
income and excess profits taxes were approximately $7,000,000 less. 

If inventory is valued at cost, which is higher than market value, 
but if a reserve has been set up equal to the difference, the reserve 
should be deducted from the cost valuation in preparing the state- 
ment of working capital. 

Inventory / current assets. The nature of the industry influences 
the percentage of current assets in the form of inventory. A high 
percentage is found in the cigarette division of the tobacco industry 
and in the leather industry, whereas a small percentage is found 
in the dairy products and chemical industries. National Dairy 
Products Corporation’s inventory was 39.4 per cent of total current 
assets in 1944, compared to 49.8 per cent in 1943 and 46.2 per cent 
in 1942. 

Inventory /net sales. The extent to which inventory affects the 
liquidity of the current ratio may be tested by “Inventory/net 
sales” and by “Net sales/inventory.” The purpose of “Inventory/ 
net sales” is to determine to what extent the company is tying up 
more or less working capital in inventory. If the increase in the 
current ratio has been due to increased inventory, the question 
arises : Has the increase in inventory been due to increased volume 
of sales or to overstocking of inventory? In the situation shown 
here, the current ratio has increased from 2.4 to 3.0. The increase 



190 

1944 

Net Sales 

Cmreixt Assets: 

. . $50,000,000 

$50,000,000 

Cash 

. . 2,000,000 

2,000,000 

Receivables 

. . 5,000,000 

5,000,000 

Inventory 

, . 8,000,000 

5,000,000 

Total 

. . $15,000,000 

$12,000,000 

Current Liabilities . . . 

. . 5,000,000 

5,000,000 

Current Ratio . - . 

3.0 

24 

Inventory /Net Sales . . 

. . 16% 

10% 


in the current ratio has been due solely to the increase in inventory. 
Relative to net sales, however, inventory has increased from 10 per 
cent to 16 per cent. 

In the instance of National Dairy Products Corporation, the 
current ratio in 1944 was 3.8, compared to 3.7 in 1943 and 3.4 in 


1942. 

Net Sales . . . 
Inventory . . . 
Current Ratio . . 
Inventory /Net Sales 


1944 194 ^ 

11593,852,943 8580,173,068 $562,461,639 
44,872,291 52,251,643 50,409,905 

3.8 3.7 3.4 

7.5% 9,0% 8.9% 
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The rise in the current ratio in 1944 was not caused by an increase 
in inventory — which, in fact, decreased both in amount and rela- 
tive to sales. 

Net sales /inventory. The inventory turnover “Net sales/inven- 
tory” is a velocity relationship which seeks to determine how often 
raw materials and finished goods have been converted into sales 
during the year. Though the inventory turnover is more accurately 
measured by the ratio “Cost of goods sold/iaventory,” the fact 
that most corporate reports do not state “Cost of goods sold” 
makes it necessary for practical purposes to use “Net sales.” The 
inventory turnover is significant for three reasons. One, an oppor- 
tunity for a profit arises every time a dollar of capital invested in 
inventory is turned over through sale, and hence the more rapid 
the rate of turnover, the greater are the profit possibilities. Two, 
the more rapid the turnover, the less is the capital invested in 
inventory and, as a result, there is less chance of loss through ob- 
solete material. Three, the more rapidly the inventory is turned 
over, the more closely it approaches a cash position and the lower 
is the current ratio upon wMch the company can safely operate. On 
the other hand, the lower the rate of turnover, the greater is the 
current ratio required for safe operation. 

National Dairy Products Corporation, for example, had net 
sales in 1944 of $593,852,943 and inventory of $44,872,291; the 
inventory turned over 13.2 times ($593,852,943/144,872,291). This 
compares with a turnover of 11.0 times in 1943 and 11.1 times in 


1942. 

Net Sales . . . 
Inveutory . . . 

Net Sales/Inventory 


19U 194S 194^ 

$593,852,943 $580,173,068 $662,451,639 
44,872,291 52,251,643 50,409,906 

13.2 11.0 11 1 


Liquidity of current position. The liquidity of the current position 
may be further tested by three supplementary ratios: “Quick 
ratio,” “Cash and marketable securities/current liabilities,” and 
“Cash/current Uabilities.” 

Quick ratio. On the theory that iaventory is the least liquidable 
curreht asset, the quick ratio eliminates it in considering the current 
assets available to satisfy the current liabilities. The ratio is calcu- 
lated as “Cash, marketable securities, and receivables/current 
liabilities.” This ratio is frequently referred to as the “acid test” 
and seeks to present an estimate of the immediate ability of the 
company to satisfy current fiabilities. It is based on the assumption 
that in an emergency cash may be obtained readily by hypothe- 
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eating the receivables and by selling the marketable securities. 
The quick ratio for National Dairy Products Corporation in 1944 
was 2.3 times ($68,926,998/129,887,817), computed as follows: 


Cash .... 
Marketable Securities 
Receivables . . . 

Total Quick Assets 


S26, 920,548 
18,425,741 
23,580,709 
$68,926,998 


The quick current assets could satisfy the current liabilities 2.3 
times, which compared with 1.8 times in 1943 and 1.5 times in 1942. 

Cash basis. The other two ratios seek to measure the liquidity 
of the current ratio on a purely cash basis. In the instance of Na- 
tional Dairy Products Corporation in 1944, the test of ^“^Cash and 
marketable securities/current liabilities’^ revealed a ratio of 1.4 
times in 1944, compared to 1.0 times in 1943 and 0.6 times in 1942. 
The test of Cash/current liabilities” showed a ratio of 0.9 times 
in i944 and 0.6 times in both 1943 and 1942. 


Review Questions 

1. Define solvency and explain the factors involved. 

2. Discuss the relative importance of adequate working capital to railroad 
and public utility companies on the one hand and to industrial companies on the 
other. 

3. Distinguish between technical and actual insolvency. 

4. Discuss the causes of inadequate working capital. 

6. Explain the remedies for inadequate working capital. 

6. Indicate the calculation of working capital. 

7. Explain the calculation and significance of working capital turnover. 

8. Comment on the analytical value of stating working capital in dollars and 
indicate the proper statement of working capital. 

9. Explain the calculation and significance of current ratio. 

10. Explain the theory underlying the 2-to-l minimum current ratio. 

11. Discuss the limitations to the analytical use of current ratio. 

12. Indicate the nature of current liabilities. 

13. Distinguish between accounts payable and notes payable. 

14. Indicate the nature of accrued expenses. 

16. Contrast accrued expenses wkh accounts and notes payable. 

16. Comment on dividends payable, deferred income, and currently due funded 
debt as current liabilities. 

17. Discuss the methods of reporting United States Treasury Tax Notes as an 
offset to provision for federal taxes. 

18. Discuss the problem of liquidity of current assets. 

19. Indicate the nature of current assets. 

20. Discuss the characteristics, nature, function, and valuation of marketable 
securities. 



326 INVESTMENT ANALYSIS 

21. Indicate the relation of receivables to cash and marketable securities from 
the viewpoint of liquidity 

22. Discuss the problem of valuation of receivables. 

23. Distinguish between accounts and notes receivable. 

24. Explain the purpose of the reserve for doubtful accounts and notes. 

25. Account for variation in the percentage of receivables to current assets in 
different companies. 

26. Explain the significance of the following ratios: ^^Eeceivables/net sales 
and “Net sales/receivables.'' 

27. Contrast inventory on the one hand and cash and receivables on the other 
from the viewpoint of liquidity. 

28. Name four classes of inventory. 

29. Explain the meaning of and the fundamental principle underlying the valua- 
tion of inventory at “lower of market or cost.^^ 

30. Distinguish between the “first-in, first-out^’ and “last-in, first-out’^ methods 
of determinmg cost of inventory. 

31. Account for variation in the percentage of inventory to current assets in 
different companies 

32. Explain the significance of the ratio “Inventory/net sales” and “Net sales/ 
inventory.” 

33. Explain the calculation and significance of the “quick” ratio. 

34. Discuss the significance of the ratio “Cash and marketable securities/ 
current liabilities” and “Cash/current liabilities.” 


Assignment 

(a) Analyze the working capital position of a company from the following 
data: 



This Year 

Last Year 

Current Assets: 



Cash 

. . . $15,410,000 

13,627,000 

$14,529,000 

tJ. S. Treasury Short-term Notes .... 

7,195,000 

U. S. Treasury Tax Notes 

. . . . 10,250,000 

5,106,000 

Receivables . . 

. . 13,846,000 

16,100,000 

Less: Reserve 

. . . . 903,000 

815,000 


12,943,000 

15,285,000 

Inventory 

. . . . 19,433,000 

22,135,000 

Total Current Assets 

. . $71,663,000 

$64,250,000 

Current Liabilities: 

Notes Payable to Banks ....... 

. . . . $ 500,000 

$ 500,000 

Accruals . 

, . . . 6,956,000 

6,073,000 

Reserve for Federal Taxes ...... 

. . . . 10,404,000 

7,422,000 

Total Current Liabilities 

. . . . $17,860,000 

$13,995,000 

Net Sales 

. . . . $124,058,000 

$114,648,000 


(b) Compute the balance-sheet cost of inventory under the “first-in, first-out” 
method and under the “last-in, first-out” method, assuming that the inven- 
tory on hand at the end of the year contains 22,300 units and that the record 
of most recent purchases is: 
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Sept. 10 6,000 units at $3 50 

Oct. 5 7,000 units at 3 00 

Nov. 12 8,000 units at 2.25 

Nov 24 4,000 units at 2 75 

Oec. 27 2,000 units at 3 20 


(c) Compute the current ratio in each year and account for the change: 


Current Assets: 

Cash 

Accounts Receivable . 
Inventory 

Current Liabilities. 

Notes Payable . 
Accounts Payable . . 
Accruals . . . 

Funded Debt . . . . 


This Year 

S 4,700,000 

7.100.000 

139,100,000 

$150,900,000 

$ 4,400,000 

2.800.000 

7,500,000 

$14,700,000 

$ 20 , 000,000 


Last Year 

$ 3,500,000 

8,600,000 

138,200,000 
$150,300,000 

$24,500,000 

3.000. 000 

8 . 000 . 000 

$35,500,000 

none 


(d) Compute the current ratio on the basis of the following data of an aircraft 
manufacturing company and account for the change: 


Current Assets. 

Cash ... ... 

Securities . .... 

Receivables .... 
Inventory 

Current Liabilities* 

Accounts Payable . . . 

Accruals 

Taxes 

Advances on Sales Contracts 


This Year Last Year 


$30,000,000 

7.400.000 

3.800.000 

11.900.000 
$53,100,000 

$ 4,000,000 

2 . 100.000 

1,900,000 

26.400.000 
$34,400,000 


$4,600,000 

6,200,000 

4.100.000 

8,000,000 

$22,900,000 

$1,200,000 

800,000 

1,000,000 

1 . 200.000 

$4,200,000 


(e) On the basis of the following data, account for the issuance of rights to 
stockholders at the close of '^Last Year”; 


This Year Last Year Previous Year 

Sales $361,297,059 $293,042,357 $249,805,721 

Current Assets: 

Cash $ 17,130,892 $ 15,220,171 $23,999,615 

Securities . 49,110 153,148 1,938,485 

Receivables 44,355,143 33,659,388 20,475,022 

Inventory ... ^ 87,174,188 65,435,102 53,184,318 

Total $148,709,333 $114,467,809 , $99,597,440 

Current Liabdities ........$ 29,885,833 $ 17,631,525 $13,881,251 
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MAINTENANCE AND DEPRECIATION 


Introduction. Operating expenses represent the expenses incurred 
in securing the operating revenues or net sales. Those expenses 
include such cash items as maintenance and such non-cash items as 
depreciation. 

Maintenance. Maintenance expense is the expenditures made 
to keep the property, plant, and equipment in good operating con- 
dition. Such cash expenditures for current maintenance include 
repairs, renewals, and replacements. Repairs consist of the expenses 
incurred in putting the asset in operating condition when it reaches 
a state of inefficiency which ordinary maintenance expenditures 
have been unable to prevent. Repairs may be classed as ordinary 
or extraordinary. Ordinary repairs should be charged directly to 
operating expenses or to a reserve previously set up for that purpose 
out of earnings. Extraordinary repairs may be distinguished from 
ordinary repairs m that they are so extensive in nature as to make 
good the depreciation and to extend the life of the asset beyond the 
originally estimated life. Extraordinary repairs may be charged to 
the reserve for depreciation because they make good a portion of the 
deterioration represented by the reserve. In other words, they 
extend the period dxrring which the reserve must be built up to the 
required amount. If repairs do not maintain the asset in efficient 
operating condition, it may be necessary to replace some part of 
the asset (renewal) or the whole asset (replacement). 

Railroad. Railroad maintenance is the continual repair and 
renewal by which the many parts of the railroad’s operating assets 
are kept in first-class operating condition. The maintenance ex- 
penses are classed as maintenance of way and structures and of 
equipment. Chesapeake & Ohio Railway, for example, reported 
maintenance as follows: 

1944 194s 194s 

Maintenanoe of Way & Structures . . . $26,649,293 $21,728,913 $15,850,251 

Maintenance of Equipment 42,853,703 35,358,969 30,547,841 

328 
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Maintenance of way refers to expenditures made for repairing 
roadway (replacing ties and rails), for track laying and surfacing, 
and for repairing bridges, trestles, and culverts. Maintenance of 
structures includes expenditures on such assets as stations, shops, 
and engine houses. Maintenance of equipment refers to expenses 
incurred in the repairing of locomotives, freight cars, and passenger 
cars. The rolling stock (transportation equipment on wheels) of 
the Chesapeake & Ohio Railway consists of locomotives, coal cars, 
box and other freight cars, passenger cars, and cabooses.^ Almost 
all of this equipment has been especially designed and constructed 
to fit the conditions of the road. For example, one class of locomo- 
tives is designed to haul heavy coal trains over the Allegheny Moun- 
tains, while another class is used to haul similar trains from the 
Ohio River to the Great Lakes. Coal cars are especially designed 
to withstand heavy usage and usually require the miriiTmi m of repair. 

The large amount of fixed assets of a railroad consist of many 
thousands of individual pieces of property all of which suffer sub- 
stantial wear and tear and obsolescence annually. Rails and ties, 
cars and engines wear out with use as much as with age. Ballast is 
pounded down and ground up by a heavy volume of trafl&c. Each 
year some items of road, structure, and equipment must be dis- 
carded and replaced. This annual replacement of units of property 
is known as maintenance. Maintenance of way and structures 
expenditures as reported by American railroads reached a high of 
$1,263,200,000 in 1944, or approximately 20.1 per cent of operating 
expenses, while maintenance of equipment expenditures amounted 
to $1,587,500,000, or about 25.2 per cent. In the instance of the 
Chesapeake & Ohio Railway, maintenance of way and structures 
was 19.4 per cent of operating expenses in 1944, compared to 18.8 
per cent in 1943 and 16.6 per cent in 1942, while maintenance of 
equipment expenditures were 31.3 per cent in 1944 against 30.7 per 
cent in 1943 and 31.9 per cent in 1942. 

PERCENTAGE OF MAINTENANCE OF WAY & STRUCTURES 
TO OPERATING EXPENSES 

Class 1 Roads C. & 0. 

W. & S. Equip. W. & S Equip. 

1942 ..... . 17.4 26.1 16 6 31.9 


1943 19.3 24.5 18 8 30 7 

1941 20.1 25.2 19.4 31 3 


^ The numbers in 1944 were 908 locomotives, 57,964 coal cars, 13,915 box and other 
freight cars, 436 passenger cars, and 622 cabooses. 
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Maintenance policy. The maintenance policy of a railroad is 
influenced by the physical condition of the property, the volume 
of traffic, and the managerial financial policy. Obviously, a railroad 
property which is in good physical condition requires less main- 
tenance than one which is in poor condition. By the same token, 
an increased volume of traffic results m greater wear and tear on 
the road and equipment and thus necessitates more maintenance. 
Raihoad maintenance may be divided into two general classifi- 
cations: deferred and current. Deferred maintenance represents 
maintenance which ordinarily would be undertaken during the 
current year but is deferred to a later period. Current maintenance 
consists of currently necessary maintenance and of previously 
deferred maintenance which is now being undertaken. Under 
ordinary circumstances, railroads are not permitted to charge 
operating expenses of one year with maintenance work to be per- 
formed in a later year. Maintenance is therefore customarily modi- 
fied in accordance with current earning power.^ To reduce operating 
expenses during a period of poor earnings, railroads sometimes de- 
fer some currently desirable maintenance to a later period. While 
this policy reduces the current expenditures and bolsters up current 
operating income, it places a greater burden upon the earnings of 
future periods. Railroads may postpone but they cannot indefinitely 
escape necessary maintenance. 

Adequacy of maintenance: way and structures. It is impractical 
to measure the adequacy of the maintenance of way and structures 
expenditures solely in terms of dollars, since maintenance costs 
vary between different periods for the same railroad and between 
different railroads for the same period. The two factors influencing 
those variations are cost of labor and materials and the character 
-of the road'. Wages and materials costs fluctuate from year to year 
and also may vary in different sections of the country during the 
same year. Differences in the character of two roads also may 
account for differences in maintenance costs. A road with greater 
traffic density, extra tracks, carrying high-grade traflSc, serving 
mountainous territory, or subject to severe weather conditions 
incurs greater maintenance costs. A very high traffic density results 
in considerable wear and tear on railroad facilities. The main- 
tenance of extra tracks increases the maintenance per mile of road. 

2 Partly because of shortages in basic materials, however, this rule was temporarily 
rescinded in 1942 to permit charging to operating expenses sums reserved for mainte- 
nance but not spent. Few railroads made sucb charges, however, since the charges were 
not deductible for tax purposes. 
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High-grade trafl&c requires speed in transportation and therefore 
needs a better roadbed than low-grade slow-moving traffic. Roads 
which serve mountainous territory and hence are faced with severe 
grades and curves, such as the Western Pacific Railroad, must 
expend more for maintenance than roads serving more level terri- 
tory. Roads subject to severe weather conditions, such as New 
York Central, the New Haven, the St. Paul, and the Chicago & 
North Western, must expend large sums for removing snow and ice. 
Snow gets into wheel journals and causes hot boxes; it congeals 
along tracks and makes wheels shp and go flat ; it piles into drifts 
and blocks the passage of trains; and it interferes with the operation 
of classification yards. ‘The New York Central Raihoad normally 
runs its snow cars 13,000 to 17,000 miles annually on the St. Law- 
rence division alone. In a recent year it spent $3,090,961 to remove 
snow and ice from the tracks of the system. 

The adequacy of maintenance of way and structures must be 
measured by comparing the expenditure to some yardstick. Tw;o 
yardsticks may be used for this purpose: the volume of traffic and 
the way and structures to be maintained. 

Maintenance/ operating revenues. The operating revenues may be 
taken as a measurement of the volume of traffic and the relationship 
expressed by the ratio “Maintenance/operating revenues.” The 
average for Class 1 roads in recent years has been 12.1 per cent. In 
the instance of the Chesapeake & Ohio Railway, which in 1944 
charged $26,649,293 for maintenance out of operating revenues of 
$216,536,248, maintenance of way and structures represented 12.3 
per cent of operating revenues, compared to 10.4 per cent in 1943 
and 8.7 per cent in 1942 which was less than the average for class 1 
roads. 

PERCENTAGE OF MAINTENANCE OP WAY & STRUCTURES 
TO OPERATING REVENUES 

Class 1 Roads C. & 0. 


1942 10 6 % 8 7% 

1943 12.2 10.4 

1944 13.4 12.3 


Maintenance per mile of road. The total way and structures to be 
maintained may be measured in terms of miles of road operated and 
the relationship expressed as “maintenance per mile of road.” The 
average number of miles operated is used rather than the number 
of miles owned, since the income statement is based upon the former. 
Inasmuch as the Chesapeake & Ohio Rahway charged $26,649,293 
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for maintenance of way and structures in 1944 and operated an 
average of 3,074 miles, maintenance charges were at the rate of 
$8,669 per mile. When compared to $7,043 spent in 1943 and $5,088 
in 1942, it reflected a greater annual expenditure and compared 
favorably with the amount spent by Class 1 railroads. 


MAINTENANCE OF WAY & STRUCTURES PER 
MILE OP ROAD OPERATED 


Class 1 Roads C. & 0. 

1942 13,449 $5,088 

1943 4,834 7,043 

1944 . 5,515 8,669 


The measurement of maintenance per mile of road operated, 
however, does not give full consideration to the number and kinds 
of tracks operated. For instance, maintenance costs are heavier 
on a main-line track than on a branch-line track; hence the larger 
the proportion of main-line track in a system, the higher are the 
necessary maintenance expenditures per mile. The Chicago, Bur- 
lington & Quincy Railroad, for example, operates 9,024 mdles of 
road of which 8,486 miles are owned directly. The owned mileage 
consists of 4,660 noiles classified as main fine and 3,826 miles classi- 
fied as branches. Similarly, double-tracking results in a marked 
increase in necessary maintenance per mile. The Chesapeake & 
Ohio Railway, for example, operated 3,074 miles of road in 1944. 
Much of the main line and some of the lateral lines, however, were 
double-tracked. The total of all tracks was 6,155 and consisted of: 


First track . . . 

Second track . . 

Thard track . , . 

Fourth, track , . 

Tracks used jointly 
Yards and sidings . 


. 2,726 miles 
790 
34 
7 

. 493 

. 2,105 
6,155 miles 


On the other hand. Gulf, Mobile & Ohio Railroad operates 1,972 
miles of road most of which is single track. 

The Interstate Commerce Commission gives consideration to the 
differences in maintenance costs by the use of a weighted figure 
kn'own as maintenance “per equated nule.” This calculation recog- 
nizes the relative importance of main track as distinguished from 
extra track and side lines. It facilitates the comparison of the main- 
tehance expenditures of two railroads of varying mileage. The 
equated track-mile calculation assigns a weight of 100 to first main 
track, 80 to additional main tracks, and 50 to aU other tracks and. 
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at the same time, excludes aU trackage rights. The maintenance 
of way and structures per equated track-mile for the Chesapeake & 
Ohio Eailway in 1944 was 15,498, compared to $4,473 in 1943 and 
$3,255 in 1942. 

Adequacy of maintenance: equipment. Since equipment provides 
the direct source of revenues, the maintenance of it in good condition 
is equally important. The adequacy of maintenance of equipment 
may be measmed in relation to the volume of traffic and to the 
equipment to be maintained. Ordinarily, expenditures for main- 
tenance of equipment vary even more directly with traffic than 
maintenance of way and structures. Obviously, a more intensive 
use of equipment in order to handle an increased volume of traffic 
requires greater expenditures for repairs. The amount expended 
for maintenance also depends upon the age and condition of the 
equipment in use. Extensive purchases of new equipment ordinarily 
lowers the necessary maintenance expenses for the first few years 
after purchase. On the other hand, the longer equipment has been 
in use, the greater is the need for continuous maintenance. In 1943 
about 48 per cent of the steam locomotives of American railroads 
had been in service for over 28 years, and approximately 30 per 
cent of the freight cars over 25 years. Expenditures of American 
rafiroads for maintenance of equipment increased from $676,597,089 
in 1938 to $1,587,484,850 in 1944. 

Maintenance /operating revenues. The ratio of maintenance of 
equipment to operating revenues shows the percentage of operating 
revenues devoted to maintenance of equipment. It gives some indi- 
cation whether the company is following a hberal policy or is skimp- 
ing on maintenance. For the Chesapeake & Ohio Railway, main- 
tenance of equipment expenditures represented 19.8 per cent of 
operating revenues in 1944, compared to 17.0 per cent in 1943 and 
16.8 per cent in 1942. During the same period this was higher than 
the average for Class 1 railroads. 

PERCENTAGE OF MAINTENANCE OF EQUIPMENT 
TO OPERATING REVENUES 

. Class 1 Roads C. & O. 


1942 16 2% 16 8% 

1943 15 9 17.0 

1944 16.8 19.8 


Serviceable equipment An additional check upon the maintenance 
of equipment is found in the report on the condition of the equip- 
ment, which indicates the equipment in good order and the equip- 
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ment in need of repairs. Analysis of the condition of the equipment 
of the Chesapeake & Ohio Railway indicated the following : 

Unsermceahle Equipment — Per Cent Serviceable 

Locomotives Cars Locomotives 



Freight 

Passenger 

Freight 

Passenger 

Stored 

1940 . 

. 15 6 

98 

19 

4.5 

63 

1941 . 

. . . 13.6 

10 6 

1.4 

2.0 

50 

1942 . 

. 14 5 

93 

1.2 

2.5 

12 

1943 

13.7 

10 4 

1.1 

25 

3 

1944 . 

. 14 0 

10 2 

13 

32 

10 


A recent study revealed that the total number of locomotives on 
American railroads decreased from 43,558 in 1939 to 42,139 in 1944. 
Much more significant was the fact that “stored serviceable” 
locomotives declined from 2,916 to 607 and those awaiting repairs 
from 7,920 to 2,000. The designation “stored serviceable” loco- 
motives refers to the reserve stock of locomotives that are available 
to take care of any emergency that may arise. An increase in the 
percentage of imserviceable equipment of a railroad indicates two 
unfavorable situations : (a) an accumulation of deferred maintenance 
that will have to be absorbed in the maintenance expense of subse- 
quent years, and (b) the possibihty of having to spend large amounts 
for hire of equipment. The Chesapeake & Ohio Railway experi- 
enced no substantial change m the percentage of unserviceable 
equipment; but, on the other hand, there was a marked decrease 
in the number of serviceable locomotives stored. 

Total maintenance. A comprehensive criterion of maintenance 
pohcy is measured by the total maintenance expense ratio. This 
ratio represents the relation between the aggregate expenditure for 
maintenance of way and structures and of eqtiipment on the one 
hand and the operating revenues on the other. Total maintenance 
ratio for the Chesapeake & Ohio Railway 1942-1944 averaged 28.3 
per cent, compared to 28.4 per cent for Class 1 railroads. 

PERCENTAGE OF TOTAL MAINTENANCE EXPENSE 
TO OPERATING REVENUES 

Class 1 Roads .C. & 0. 


1942 26.9% 25.5% 

1943 28.1 27.4 

1944 30.2 32.1 


While a high maintenance ratio for a railroad might be interpreted 
as possibly indicative of excessive maintenance, it may on the other 
hand reflect a program of property rehabilitation. For example, 
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the maintenance ratio of the St. Louis-San Francisco Railway 
1932-1940 averaged 35.2 per cent of operating revenues. This was 
a reflection, however, of the program of property rehabilitation 
followed by the trustee during the period. The Missouri-Kansas- 
Texas Railroad during the period 1940-1944 had an average total 
maintenance ratio of 32.8 per cent, the ratio rising from 28.7 per 
cent in 1940 to 36.1 per cent in 1944. A large part of the maintenance 
expenditures, however, represented capital improvements rather than 
ordinary maintenance. 

Public utility. The adequacy of maintenance in the analysis of 
public utility companies is measured in terms of volume of business 
as indicated by operating revenue. In the instance of the Hartford 
Electric Light Company in 1944, maintenance represented 4.9 per 
cent of operating revenue, compared to 4.5 per cent in 1943 and 
3.5 per cent in 1942. In general, maintenance expenses average 
about 5 per cent of operating revenue in electric light and power 
companies. 

Industrial. There is no uniformity among industrial companies in 
reporting maintenance expenses. While some companies report the 
amount as a separate item in the income statement, the usual 
practice is to include it in the total amount reported as operating 
expenses. In some instances, however, where it is included in the 
operating expenses item, the specific amount of operating expenses 
expended for maintenance is reported as a note accompanying 
the income statement. National Dairy Products Corporation, for 
example, in its 1944 report did not reveal the amount expended for 
maintenance in its statement of operating expenses but reported 
the amount separately in the president’s remarks as $11,779,000 in 
1944, compared to $9,797,000 in 1943. 

During periods of depression, industrial companies with strong 
working capital positions usually xmdertake extensive programs of 
maintenance and repair, especially with respect to parts of the plant 
to which they can give little attention in periods of great activity. 
On the other hand, companies with weak working capital are obliged 
to postpone necessary maintenance xmtil earnings are again adequate 
to provide the funds. 

The usual ratio for measuring adequacy of maintenance is by a 
comparison with net sales. In the instance of National Dairy 
Products Corporation, maintenance represented 1.9 per cent of 
net sales hr 1944, compared to 1.6 per cent in 1943. 

Depreciation. Depreciation is the loss in value of a replaceable 
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or reproducible tangible asset. The United States Treasury Depart- 
ment has described depreciation as follows: 

The necessity for a depreciation allowance arises from the fact that certain 
property used in the business gradually approaches a point when its usefulness is 
exhausted. ... In the case of tangible property, it applies to that which is subject 
to wear and tear, to decay or decline from natural causes, to exhaustion and to 
obsolescence due to the normal progress of the art, as where machinery or other 
property must be replaced by a new mvention, or due to the inadequacy of the 
property to the growing needs of the business. It does not apply to inventories or 
to stock in trade, nor to land apart from the improvements or physical development 
added to it. 

As one writer puts it:® “ All machinery is on an irresistible march 
to the junk heap, and its progress, while it may be delayed, cannot 
be prevented by repairs.” The assets subject to continuous depre- 
ciation are such fixed assets as buildings, machinery, and equipment. 
Land, however, is not considered as subject to depreciation. 

The cost of a fixed asset represents a lump sum prepayment for the 
services which the asset will render during its service fife. At the end 
of each year of its service life, an equitable portion of its full cost 
constitutes an indirect cost of operation which is chargeable to the 
period receiving the service. The service fife of the asset may be 
shortened, however, by the additional factor of obsolescence, which 
may cause the asset to be abandoned prior to the end of its normal 
useful Ufe. For example, equipment may be discarded before the 
end of its period of physical usefulness because of (a) subsequent 
improvements in methods, machines, formulae, or processes or 
(b) changes in demand for the product. Under those conditions the 
usual normal depreciation charges may prove inadequate to write off 
the asset completely at the tune of abandomnent and an additional 
charge must be made for obsolescence. While replacements tend to 
keep pace with obsolescence in good times, companies tend to limit 
replacements in poor times, with the result that obsolescence acceler- 
ates. 

Depreciation and maintenance. Depreciation is closely related to 
maintenance. No unit of property will remain long in serviceable 
condition without maintenance. By the same token, even with 
maintenance, depreciation takes place vnth the result that the asset 
will ultimately reach a point where its service efl&ciency no longer 
can be maintained. Adequate maintenance, however, may reduce 
the rate of depreciation. A liberal maintenance policy may not 

® Henry R. Hatfield, Accounting: Its Principles and Problems, New York, D. Appleton 
and Company, 1928, p. 130. 



MAINTENANCE AND DEPRECIATION 


337 


only improve the efficiency of the asset but may also assure it a 
longer service Ufe. The United States Bureau of Internal Revenue 
has explamed a reasonable rate for depreciation as “dependent not 
only on the prospective useful life of the property when acquired, 
but also on the particular conditions under which the property is 
used as reflected in the taxpayer’s operating policy and the account- 
ing pohcy followed with respect to repairs, maintenance, replace- 
ments, charges to the capital account and to the depreciation re- 
serve.” 

Annual depreciation. The three basic factors in the determina- 
tion of the annual depreciation charge on an asset are the cost of the 
asset, the estimated serviceable life of the asset, and the residual 
value of the asset. On a straight-line basis the annual depreciation 
charge on an asset which cost 150,000 and which has an estimated 
service life of ten years and a scrap value of $5,000 is $4,500 calcu- 
lated as follows : 

$50,000 (cost) — $5,000 (scrap value) = $45,000 (depreciable value) 

$45,000 (depreciable value)/10 (service life) = $4,500 (annual depreciation) 

The cost of the asset, which is the maximum value the asset can sur- 
render, is a matter of record. The serviceable life and the scrap 
value, however, are matters of judgment and at best are estimates. 

The depreciation schedule of a company may be based upon a unit 
rate or a composite rate. Under the unit rate, each individual asset 
is considered separately and an appropriate rate of depreciation 
established for it. The composite rate, on the other hand, is applica- 
ble to a group of assets having like characteristics and service lives. 
An appropriate rate of depreciation is applied to the group as a 
whole. The theory underlying the composite rate is that while 
some assets in the group may enjoy a service life longer than the 
average selected for the group, other assets in the group will probably 
have a shorter service life. The National Dairy Products Corpora- 
tion, for example, originally followed the unit method of deprecia- 
tion in respect to all assets except land improvements and buildings. 
Later, however, it adopted the group composite rate method. 

Actual and theoretical depreciation. A distinction may be made 
between actual and theoretical depreciation of an asset Actual 
depreciation refers to the physical deterioration which has actually 
taken place in an asset up to a given date. The rate of actual depre- 
ciation of an asset is usually low during the early years of service 

* H. A. Finney, Principles of Accounting: Intermediate, New York, Prentice-Hall, 
Inc., 1936, p. 267. 



338 


INVESTMENT ANALYSIS 


life and Vii gVi during the later years. Theoretical depreciation, on the 
other hand, refers to the amount of depreciation charged as an 
operating expense at any given date. It is an estimate of the average 
periodic loss of depreciable value. While, over the life of the asset, 
total actual and total theoretical depreciation should agree, they 
do not necessarily agree at any one time during the life of the asset, 
with the exception of the last year. If theoretical depreciation were 
based upon actual depreciation, depreciation charges would be low 
.during the early years when the asset is at its maximum efficiency 
and high during the later years when the asset is at its minimum 
efficiency. In practice, however, depreciation charges are intended 
to spread the depreciable cost of the asset over the period of service 
life in a more or less equitable fashion. 

- The investor is not in a position to examine the depreciation 
rate for each asset nor to judge of its adequacy. He is limited to a 
consideration of the total assets subject to depreciation and the 
total depreciation charged. The best he can do is (a) to compare 
the annual depreciation rate with that used by other companies 
in the same industry as a basis of judging adequacy or inadequacy 
of the total annual depreciation charge and (b) to determine whether 
the company has altered its depreciation policy by increasing or 
reducing the total annual depreciation charge relative to the assets 
being depreciated. 

Significance of depreciation. Depreciation is significant to the 
investor in its relation to the balance sheet and the income state- 
ment. The main purpose of the depreciation charge from the stand- 
point of the balance sheet is to maintain intact the value of the 
capital invested in the asset. As a credit to the asset, depreciation 
reduces the asset valuation. The annual depreciation charge results 
in the retention in the business of some of the income-producing 
assets. Thus the capital invested in the asset is protected by making 
earnings unavailable for distribution to the stockholders. Charging 
depreciation as an expense builds up and retains in the business 
a fxmd of miscellaneous assets so that when the asset is fully depre- 
ciated sufficient capital will be available to make the replacement 
of the asset possible. The annual depreciation charge, therefore, 
effects a transfer of capital from the fixed assets to other assets and 
thus maintains the integrity of the capital invested in the fixed 
assets. From this standpoint the main purpose of the depreciation 
charge is to prevent the, dissipation of capital and to show the un- 
amortized cost of the depreciable assets in the balance sheet. 



MAINTENANCE AND DEPRECIATION 


339 


At the same time, depreciation, as a charge against income, 
reduces the net income available for distribution to the stockholders. 
Since depreciation is a cost of operation, its inclusion in operating 
expenses is necessary in order to determine the correct operating 
costs and hence the correct net income. The depreciation pohcy 
of a company, therefore, is important to the investor in Judging the 
correctness of the statement of asset value and of net income. 

Adequacy of depreciation. The adequacy of depreciation is usually 
measured in relation to the volume of business and to the invested 
capital subject to depreciation. The depreciation may be related 
to the volume of business by the ratio “Depreciation/operating rev- 
enues or net sales.” In view of the fact, however, that depreciation 
is influenced in part by maintenance, a comprehensive measurement 
of adequacy of depreciation is determined by the ratio “Main- 
tenance and depreciation/operating revenues or net sales.” The 
latter ratio recognizes the fact that heavy maintenance may reduce 
the rate of depreciation while hght maintenance may increase the 
rate of depreciation. 

The depreciation charge may be related also to the fixed asset 
subject to depreciation by the ratio “Depreciation/gross plant.” 
This ratio indicates the rate at which the depreciable asset is being 
depreciated. An annual rate of 4 per cent, for example, indicates 
that the average life of all the items in the gross plant account is 
taken as twenty-five years. General Electric Company, for example, 
charged depreciation at an average rate of 8.4 per cent of gross 
plant during the period 1940-1944, whereas the rate for Westing- 
house Electric Corporation during the sapie period averaged 5.7 per 
cent. 

The extent to which the asset has been depreciated by past charges 
is measured by the ratio “Depreciation reserve/gross plant.” The 
more hberal depreciation pohcy of General Electric Company in 
contrast to that of Westinghouse Electric Corporation was reflected 
in the fact that the depreciation reserve for the former was 86.0 per 
cent of gross plant in 1944 as against 56.3 per cent for the latter. 
This ratio should be judged, however, in terms of the reasonableness 
of the plant account, the promptness with which property is retired 
when it has reached the end of its useful life, and the character of 
the plant account.® 

Railroad. Maintenance charges as reported by a raUroad include 
(a) actual expenditures for repairs to roadway property, roUing 

® See Chapter Eighteen on fixed capital. 



340 


INVESTMENT ANALYSIS 


stock, and motive power and (b) charges for depreciation and 
depletion, amortization, and retirements. The Chesapeake & Ohio 
Railway, for example, in 1944 reported total maintenance of $69,- 
502,996 of which $26,649,293 was for maintenance of way and 
structures and $42,853,703 was for equipment. Included in the 
total, however, was $20,396,060 for depreciation and depletion, 
amortization, and retirements allocated as follows: $3,591,973 for 
way and structures, $16,599,927 for equipment, and $204,160 for 
miscellaneous non-operating physical property. The total main- 
tenance reported consisted, therefore, of $49,106,936 for main- 
tenance and $20,396,060 for depreciation and depletion, amortiza- 
tion, and retirements. A break-down of the total maintenance 
charge according to the type of asset was as follows: 


19U 1943 1943 

Way & Structmes; 

Maintenance $23,067,320 $18,770,125 $15,261,711 

Depreciation, etc 3,591,973 2,958,788 588,640 

Total $26,649,293 $21,728,913 $15,850,251 

Equipment: 

Maintenance .- $26,263,776 $22,166,965 $19,299,878 

Depreciation, etc 16,599,927 13,193,004 11,247,963 

Total $42,853,703 $35,358,969 $30,647,841 

Total $69,502,996 $57,087,882 $46,398,092 


The need of providing for the retirement of railroad equipment 
is important, since numerous units of equipment are replaced every 
year as needed. Under Interstate Commerce Commission rules, 
depreciation of equipment has been compulsory but depreciation 
of road and structures has been optional. Prior to 1943, retirements 
of depreciable' property were charged to operating expenses or to 
profit and loss, and retirements of undepreciable property were 
charged to profit and loss. Effective^ January 1, 1943, however, 
railroads were required by the Commission to accrue depreciation 
upon the cost of road property — bridges, buildmgs, telegraph 
and telephone lines, signals and intterlockers, and shop and power 
plant machinery. Under this ruling a percentage of the cost of 
depreciable property is charged to operating expenses by a credit 
to a depreciation reserve. Retirements of such property are charged 
to the reserve. In addition, all retirements of undepreciable property 
are charged to operating expenses. The significance of this change 
^is twofold: (a) it placed a substantial part of the road property 
upon an accrued depreciation basis similar to equipment, and 
(b) it should result in an increase in operating expenses and a corre- 
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spending decrease in earnings. It is the common practice, however, 
for railroads to make no substantial provision for depreciation of 
miscellaneous physical property. 

Analysis of the charges for depreciation and depletion, amorti- 
zation, and retirements made by the Chesapeake & Ohio Railway 
revealed the following: 


Way & Structures: 
Depreciation . . 

Amortization . . 

Eetirements . . 
Total . . . . 

Equipment: 
Depreciation 
Amortization . . 

Eetirements . . 
Total . . . . 
Misc. Non-op Prop : 
Depreciation 
Amortization . . 

Eetirements . . 

Total . . 

Total ... 


19U 

1943 

$ 2,462,117 
657,560 
472,296 

$ 2,028,803 
396,311 
533,674 

$ 3,591,973 

$ 2,958,788 

8,971,414 

7,628,217 

296 

9,091,883 

4,101,121 

^16,599,927 

$13,193,004 

150,630 

51,949 

1,581 

199,538 

48,023 

8,695 

$ 204,160 

$ 238,866 

$20,396,060 

$16,390,658 


The total charge of $3,591,973 in 1944 to way and structures con- 
sisted of $2,462,117 for depreciation of roadway property, $657,560 
for amortization of defense projects on road, and $472,296 for 
retirement of road property. The total charge of $16,599,927 to 
equipment consisted of $8,971,414 for depreciation, $7,628,217 
for amortization, and' $296 for retirements. The $8,971,414 for 
depreciation included $8,694,233 for depreciation of equipment 
and $277,181 for depreciation of shop and power-plant machinery. 
The $7,628,217 for amortization represented amortization of equip- 
ment defense projects. This charge was included for the first time 
in 1942 and was increased from $2,479,096 in 1942 to $7,628,217 in 
1944. Railroads have been permitted to write off defense projects 
over a period of five years. The Interstate Commerce Commission 
expressed the belief that operating expenses ®f the Class 1 railroads 
would be reduced $23,400,000 annually after 1948 through this 
accelerated amortization practice. The Commission estimated 
that, on the basis of equipment subject to amortization under the 
five-year plan valued at $688,800,000 at the close of 1943, and with 
an assumed depreciation rate of 3.4 per cent instead of the then 
current 20 per cent on defense items, operating expenses would be 
11.0 per cent smaller at the end of the period than they were during 
1943. Upon completion of the five-year term, the amortized equip- 
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ment presumably would be capable of many more years of service, 
during which timft neither amortization nor depreciation would be 
charged on its operating expenses. The retirement of equipment 
expense represents the book value of the equipment (cost less accrued 
depreciation) at the time the equipment is retired, less the scrap 
value. 

The charge for depreciation and depletion, amortization, and re- 
tirements on equipment made by the Chesapeake & Ohio Railway 
in 1944 represented 7.6 per cent of operating revenues, compared to 
6.3 per cent in 1943, and it represented 6.5 per cent of the invest- 
ment in equipment in 1944, compared to 6.6 per cent in 1943. 

Public ut^ty. Theoretically, pubhc utility rates should not 
exceed the cost of the service. The cost of the service includes, 
among other things, the value of the service life of the physical 
plant and equipment consumed in rendering the service. The annual 
depreciation charge affects the operating costs and the rate base 
and therefore is an important element in rate-making. In general, 
regulatory co mmis sions, through the prescription of accoimting 
methods, have assumed jurisdiction over the depreciation practices 
of utility companies both as to the methods of accounting for depre- 
ciation and as to the amount of depreciation.® 

Two methods of charging for depreciation have been used by 
public utility companies: the reserve method and the retirement 
method. The reserve method makes an annual charge for depre- 
ciation which is charged to operations and credited to depreciation 
reserve. The retirement method, on the other hand, makes.no 
flunnal charge for depreciation but instead charges the cost of the 
asset, less its scrap value, to operations of the year in which the 
asset is retired from service. The essential distinction between 
the two methods lies primarily in the time at which the charge is 
made; that is, in annual installments (reserve method) or at the 
time of retirement (retirement method). The depreciation reserve 
method has been adopted by the Federal Commimications Com- 
mission and by many of the state commissions. The uniform systems 
of accounts prescribed by federal and state commissions having 
j.urisdiction generally require electric and gas companies to follow 
the reserve method by recording as of the end of each month the 
estimated amoimt of depreciation accrued dmring that month on 

® A recent report of the Milwaukee Gas Light Company stated: *^The provisions for 
replacement and retirement of the Company's property are made in compliance with 
depreciation requirements of the Wisconsin statutes and at rates approved by the Public 
Service Commission of Wisconsin.” 
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depreciable utility plant. The Consolidated Edison Company of 
New York, for example, used the retirement method until 1938, 
when the Public Service Commission of the State of New York 
required the company to follow the reserve method. 

Under the reserve method the annual charge is usually determined 
by the straight-line method. The straight-lme method was adopted 
by the Federal Power Commission in 1937 and later recommended 
by the National Association of Utility Commissioners. Many 
states made it effective in 1938. The Securities and Exchange 
Commission was placed on record as favoring the straight-line 
method by the chairman of the Commission, who announced: ^ 

We also feel that it is both practicable and sound to base straight-line compu- 
tations on age-life studies of depreciable property as modified from time to timp 
by actual experience.^ 

While the annual depreciation charge of Hartford Electric Light 
Company represented a decreasing percentage of operating revenue, 
the total of maintenance and depreciation represented approxi- 
mately the same percentage. Relative to the gross plant, the annual 
depreciation charge remained substantially the same while the 
depreciation reserve steadily increased. In general, depreciation 
averages about 10 per cent of operating revenue in electric light 
and power companies. 


Depreciation/ 
Operating Revenue 
1942. .6 3% 

1943 . . 4 6 

1944 . . 4.5 


Main. & Dep / 
Operating Revenue 
9.8% 

, 91 
9.4 


Depreciation/ 
Gross Plant 
18 % 

1.5 

1.6 


Dep Res./ 
Gross Plant 
25.4% 
^6 8 
28.9 


Industrial. Under the rules of the Securities and Exchange Com- 
noission, a statement of depreciation policy must be included in 
reports filed by industrial companies with the Commission. National 
Dairy Products Corporation reported that depreciation was com- 
puted by the straight-line method at specific annual rates which 
were based upon estimated average useful life of the particular 
class of assets, with higher allowances on leasehold improvements 
and on property not in active use in the business. Losses on milk 
bottles were determined by periodic inventories and were charged 
to repairs and maintenance. Property retired was written off or 
written down to salvage values, as the case might be, by charges to 
depreciation reserves to the extent of depreciation already provided. 

^ Speech before Ihe committee on depreciation of the National Association of Railroad 
and Utihties Commissioners at Chicago, March 8, 1944. 
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Provision for depreciation was not made, however, on fully depre- 
ciated property still in use in the business and carried on the books 
at nominal amounts. While the annual depreciation charge of 
National Dairy Products Corporation represented a smaller per- 
centage of net sales than that of The Borden Company, it did repre- 
sent a larger percentage of gross plant. On the other hand. The 
Borden Company had depreciated a larger percentage of gross 
plant. 

19U 1H3 IHS 


National 

Borden 

National 

Borden 

National 

Borden 

Deprec /Net Sales . 1.4% 

1.5% 

1.5% 

17% 

1 6% 

16% 

Deprec /Gross Plant . 6 2 

49 

60 

5.0 

6.1 

50 

Dep Res. /Gross Plant 39 7 

49 3 

37.7 

47.7 

35.5 

49 4 


Maintenance and depreciation. Though maintenance and depre- 
ciation charges in general are important to the investor, their impor- 
tance in specific instances varies according to the nature of the 
business and the financial structure of the company. Those charges 
are much more important in companies like railroads and public 
utilities, whose fixed assets constitute a very large percentage of 
the total assets, than in those industrial companies where fixed 
assets are a very small percentage. They are of greater significance 
also in companies whose capital structure includes a large funded 
debt than in those whose capital structure consists largely of stock. 
In the former case, the large fixed charges narrow the margin of 
earnings available for the stockholders and, therefore, any decrease 
in earnings resulting from an increase in maintenance or deprecia- 
tion, of* both, would result in an important percentage decrease in 
net income. For example, assume an increase of $5,000,000 in 
maintenance and depreciation charges for both Company A, which 
has funded debt, and Company B, which has no funded debt. As a 
result of the increase in charges and consequent decline in earnings, 
the net income of Company A is decreased 22.8 per cent whereas 
that of Company B is decreased only 11.9 per cent. 

Company A Company B 

Before After Before After 

Available for Fixed Charges .... $42,000 $37,000 $42,000 $37,000 


Fixed Charges 20,000 20,000 

Net Income $22,000 $T7,000 $42,000 $37,000 


Review Questions 

1. Define maintenance. 

2. Indicate the relation between maintenance, repairs, renewals, and replace- 
ments. 
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3. Name the classification of maintenance charges by a railroad. 

4. Indicate the relation between depreciation and maintenance by a rail- 
road. 

6. Name the factors influencing the maintenance policy of a railroad. 

6. Discuss the inadequacy of a dollar basis as a measurement of maintenance 
of railroad way and structures. 

7. Indicate the factors influencing variations in the amounts spent for main- 
tenance of railroad way and structures. 

8. Name and explain the bases of measuring adequacy of maintenance of 
railroad way and structures. 

9. Name and explain the bases of measuring adequacy of maintenance of rail- 
road equipment. 

10. Explain the signiflcance of the percentage of unserviceable equipment of 
a railroad. 

11. Discuss the significance of ^^Total railroad maintenance/operating reve- 
nues.'’ 

12. Explain the measurement of adequacy of maintenance in a public utility 
and in an industrial company. 

13. Define depreciation 

14. Name the assets subject to depreciation. 

15. In what way is the cost of an asset a prepayment? 

16. Discuss the relation of maintenance to depreciation. 

17. Name and explain the factors in the determination of the annual depreciation 
charge. 

18. Distinguish between a unit rate and a composite rate of depreciation. 

19. Explain the relation between actual and theoretical depreciation. 

20. Discuss the problem in the analysis of depreciation. 

21. Discuss the relation of^the depreciation charge to the balance sheet and to 
the income statement from the investment viewpoint. 

22. Explain the bases upon which the adequacy of depreciation may be meas- 
ured. 

23. Explain the measurement of adequacy of depreciation in a railroad, in a 
public utility, and in an industrial company. 

24. Account for the variation in importance of maintenance and depreciation 
in different companies. 


Assignment 

(a) Determine the annual depreciation charge (straight-line method) on a 
fixed asset with an original cost of $55,000, an estimated service life of fifteen 
years, and a residual value of $10,000. 

(b) Indicate the effect upon the following items of an additional charge to 
depreciation of $23,000: 


Fixed Assets $140,000 

Reserve for Depreciation . ^ 

Net Fixed Assets $108,000 

Operating Profit ^ 83,000 
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(c) Analyze the maintenance and depreciation policy from the following data: 


This Year 

(1) Raileoad: * 

Operating Revenues • • 35471,119,000 

Maintenance of Way <fe Structures 51,801,000 

Maintenance of Equipment ** 70,069,000 

Investment in Equipment 365,996,000 

Reserve for Depreciation and Amortization of 
Equipment . • • 224,915,000 


Last Year 

$361,149,000 

35.326.000 

53.916.000 

348.525.000 

204.573.000 


* Miles of road operated 13,147, this year, 13,137, last year 

** Includes depreciation and amortization of equipment of $21,842,000, this year and $15,521,000, last 
year. 




Th^s Year 

Last Year 

(2) 

Public Utility: 



Operating Revenue 

. . $180,858,000 

$172,439,000 


Maintenance Charge 

. . 9,353,000 

8,685,000 


Depreciation Charge 

. . 22,906,000 

20,778,000 


Utility Plant 

. . 746,378,000 

744,779,000 


Reserve for Depreciation of Utility Plant 

. 168,434,000 

153,952,000 

(3) 

Industrial: 

This Year 

LaM Year 


Net Sales 

. . $371,867,000 

$325,350,000 


Maintenance Charge 

. . 6,680,000 

6,692,000 


Depreciation Charge 

. , 6,443,000 

6,483,000 


Gross Plant 

127,095,000 

125,437,000 


Reserve for Depreciation of Gross Plant . . 

60,559,000 

56,473,000 



CHAPTER EIGHTEEN 


FIXED CAPITAL 


Introduction. The very nature of railroad and public utility 
operation requires a substantial investment in fixed assets. The 
investment needed in fixed assets in the industrial field, however, 
differs from one industry to another. The consolidated balance 
sheet of United States Steel Corporation and its subsidiaries shows 
approximately 50 per cent of the total assets in the form of fixed 
assets, in contrast to Montgomery Ward & Company, which has 
about 13 per cent. The importance of the fixed assets in an indi- 
vidual company is measured by the ratio “Fixed assets/total as- 
sets.” The Chesapeake & Ohio Railway had an investment in 
transportation property of $635,482,111 in 1944, which represented 
78.1 per cent of the total assets of $814,061,762. The utility plant 
of Hartford Electric Light Company was valued at $38,263,613, 
or 85.0 per cent of total assets of $45,010,789. On the other hand, 
the net investment of National Dairy Products Corporation in 
property, plant, and equipment was stated at $84,973,627, or 40.8 
per cent of total assets of $208,012,687. This ratio in all cases is 
designed to show what part of the total assets employed in the 
business is represented by operating property. 

Inasmuch as an increase in this ratio may signify either favorable 
or unfavorable growth of the company, analysis must be made of 
the changes that have taken place in the fixed assets or operating 
property. 

Railroad. The investment in transportation property of the 
Chesapqake & Ohio Railway was reported as : 


19U IdJiS 1949 


Road & Equipment: 

Road 

Equipment 

General Expenditmes 

Total . 

Improvements on Leased Property . ' . . 
Total 


$379,714,301 $375,232,280 $371,346,444 
255,120,482 236,059,311 226,216,510 

3,515,674 3,627,227 3,530,271 

$638,350,457 $614,818,818 $601,093,225 
255,333 249,937 254,843 

$638,605,790 $615,068,755 $601,348,068 
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Acquisition Adjustment $ 269,471 $ 247,642 

Donations and Grants 2,864,208 2,856,983 $ 251,239 

Total $ 3,123,679 $ 3,104,625 S 251,239 


Investment in Transportation Property $635,482,111 $611,964,130 1601,096,829 

The changes in these accounts revealed that the company had 
increased the investment in both road and equipment and had 
spent approximately the same amount annually for general expendi- 
tures and for improvements on leased property. 

The nature and extent of the changes in these accounts is deter- 
mined, however, by further analysis of the “Road” account and the 
“Equipment” account for the purpose of measuring the extent to 
which the company has increased its investment in property and 
at the same time the extent to which it has retired property. The 
“Road” account, which includes the investment in road and general 
expenditures made upon the road, revealed the following changes : 



1944 

194S 

1942 

Cost of road, beginning of year . . 

$378,759,507 

$374,876,715 

$372,210,055 

Additions during year 

7,930,804 

4,620,729 

5,275,384 

Total road ♦ . . 

$386,690,311 

$379,497,444 

$377,485,439 

Less: 

Property retired 

3,460,336 

737,937 

2,387,263 

Prope'i’ty transferred to “ Miscellaneous 
Physical Property'’ 

$ 3,460,336 

$ 737,937 

221,461 
$ 2,608,724 

Cost of road, end of year 

$383,229,975 

$378,759,507 

$374,876,715 


Analysis of “Road” account indicated that the company made both 
substantial additions and retirements in 1944, compared to 1943 
and 1942. 

The “Equipment” account revealed the following changes: 

19Jf4 1943 1943 

Cost of equipment, beginning of year . . $236,059,311 $226,216,510 $211,027,584 

Additions during year 19,617,950 , 10,527,207 15,344,847 

Total equipment $265,677,261 $236,743,717 $226,372,431 

Less; equipment retired 556,779 684,406 155,921 

Cost of equipment, end of year .... $255,120,482 $236,059,311 $226,216,510 

Analysis of the “Equipment” account indicated that the company 
made substantial additions to equipment, adding a total of $45,490,- 
004 during the period 1942-1944. In 1943 and 1944, however, it 
increased the amount of equipment retired. 

Public utility. The “Utility plant” account of Hartford Electric 
Light Company showed the following changes: 
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19U 194s 1943 

Utility plant, beginning of year .... $38,445,706 $37,845,650 $33,608,275 


Net additions during year 182,092 * 600,055 4,237,375 

Utility plant, end of year $38,263,613 $38,445,705 $37,845,650 

* Credit 


Analysis of the account revealed that after making substantial 
net additions in 1942 the company reduced those additions in 1943 
and in 1944 reported a decrease in the utility plant investment. 

Industrial. The fixed asset account of National Dairy Products 
Corporation consisted of ; 

1944 1943 19JtS 

Land $ 13,003,610 I 14,102,671 $ 14,630,083 

Buildings, machinery and eqmpment . . 127,888,420 133,967,041 136,324,890 

Total . . $140,892,030 $148,069,712 $150,954,973 

The decrease in the total investment in land, buildings, machinery, 
and equipment from $150,954,973 in 1942 to $140,892,030 in 194^ 
reflected a decrease in the investment in both land on the one hand 
and in buildings, machinery, and equipment on the other. Changes 
in the “Land” account were as follows: 

1944 194s 1942 

Cost, beginning of year $14,102,671 $14,630,083 $15,353,049 

Net reduction during year . . . 1,099,061 527,412 722,966 

Cost, end of year $13,003,610 $14,102,671 $14,630,083 

While the total investment m land decreased from $14,630,083 
in 1942 to $13,003,610 in 1944, the rate of decrease was greatly 
increased in 1944. Changes in the “Buildings, machinery, and 
equipment ” account were as follows : 


1944 1943 1943 

Cost, beginning of year $133,967,041 $136,324,890 $136,534,165 

Net reduction during year 6,078,621 2,357,849 9,275 

Cost, end of year $127,888,420 $133,967,041 $136,324,890 


The rate at which the investment in buildings, machinery, and 
equipment decreased was considerably increased in 1943 and accel- 
erated in 1944. The company was writing down rather than adding 
to the investment in fixed assets. 

Fixed assets. Current assets available for the payment of the 
current liabilities reflect the immediate solvency of the company 
by revealing the company’s ability to pay current debts as they 
mature. The stability or solidarity of the company, on the other 
hand, is reflected in the relation of the fixed assets to the fixed 
liabilities. The fixed assets, representing properties to be held 
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permanently for operating purposes, offer a basis for the security 
of long-term debt. The fixed habilities look to the fixed assets as 
tangible protection for the debt. The fixed liabihties represent a 
definite amount of principal which must be repaid. Assets, on the 
other hand, always present a problem of valuation. The valuation 
of fixed assets, however, is more complex than the valuation of 
current assets. Fixed assets are less hquid than current assets and 
they are turned over only after long intervals or not at all. Two 
important problems arise, therefore, with respect to fixed assets: 
(a) What is the proper value of the fixed assets, and (b) what relation 
do the fixed assets bear to the fixed liabilities? 

Valuation of fixed assets. Basically, fixed capital assets should 
be valued at original cost less depreciation. The net valuation of 
the fixed assets on the books of the company reflect the cost of the 
plant and equipment, and subsequent additions on the one hand 
and the depreciation reserve which has been built up and the retire- 
ments of the items making up the fixed asset account on the other 
hand. The depreciated book value of the fixed assets, therefore, 
is affected by the price level at the time of acquisition of the assets, 
the length of time which has elapsed since acquisition, and the poli- 
cies followed with respect to maintenance, depreciation, better- 
ments, and replacements. 

Some industrial companies have written down fixed assets to 
a nominal value, as low as $1 in some cases. Under this practice, 
fuH depreciation was charged against the operations of a single 
year instead of distributed over the useful life of the assets. This 
policy is subject to severe criticism, since under it future profits 
are overstated and future losses understated by the amount of 
anticipated depreciation. In fact, in some instances it permits the 
dissipation of the capital investment in the assets without reflecting 
the fact in the statements issued at the time of the dissipation. 
In addition, it misleads both stockholders and prospective investors 
into the assumption of ultra-conservatism on the part of the man- 
agement, whereas in truth it reflects poor management. The Securi- 
ties and Exchange Commission has characterized it as a “ques- 
tionable^’ practice. 

Inasmuch as original cost and depreciation as reported provide 
ample room for flexibility, several considerations arise: (a) Was 
the ori^al cost price inflated or more than the market value at 
the time of purchase? (b) Have repairs and ordinary maintenance 
been charged as operating expenses, or have they been added to the 
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capital investment in the same manner as additions and better- 
ments? (c) Have betterments or improvements been made without 
any corresponding increase in the book value of the property? 
(d) Have allowances or reserves for depreciation been adequate? 
The investor, however, is not in a position to form a comprehensive 
judgment on those considerations except as to the apparent ade- 
quacy or inadequacy of the depreciation policy. 

Basically, the depreciated cost of fixed assets is more an historical 
record than a measure of current value of the assets. The value’ of 
the fixed assets to a business and therefore to the stockholders is 
measured solely by their value in use. For this reason the current 
value of the fixed assets should be measured in terms of the produc- 
tivity of the assets as reflected in the operating revenue or net sales. 
While it is true that the fixed assets alone do not produce the revenue 
or sales, it is true nevertheless that without them the company 
would be unable to operate. 

Plant/operating revenue. The generally employed test of the 
value of the fixed assets is the relationship between the plant valua- 
tion and the operating revenue or net sales. The relationship is 
expressed as “Plant/operating revenue or net sales.” The ratio 
is an approximation^ of the reasonableness of the book value of the 
fixed assets and a test for major overstatement. It seeks to deter- 
mine whether (a) the plant is overvalued in terms of income and 
(b) the plant is maintaining its rate of productivity. 

Railroad. The generally accepted test of the reasonableness 
of investment in fixed operating assets of a railroad is that the 
investment in transportation property should not exceed four times 
the operating revenue. In the instance of the Chesapeake & Ohio 
Railway, the investment in transportation property of 1635,482,112 
in 1944 was 2.9 times the operating revenues of $216,536,248, com- 
pared to 2.9 times in 1943 and 3.2 times in 1942. 

Public utility. Obviously the ratio when applied to public utility 
companies should vary according to the type of service provided 
and the facilities necessary to produce the ser-vice. Generally speak- 
ing, the plant valuation of an electric fight and power company 
should not exceed five times the operating revenue of steam plants 
and ten times that of hydro plants. In other divisions of the public 
utility field, the following maximum standards prevail: manu- 
factured gas, five times ; telephone and telegraph, four times ; water 
supply, ten times; street railway, five times. The Hartford Electric 
Light Company, a steam company, reported utility plant of $38,263,- 
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613 in 1944 or 2.9 times operating revenue, compared to 3.2 times 
in 1943 and 3.3 times in 1942. 

Industrial. In industrial companies mathematical convenience 
generally necessitates the statement of the ratio as “Net sales/net 
plant.” This ratio expresses the number of dollars of net sales 
per dollar of iavestment in net plant and is usually referred to 
as the “plant turnover.” National Dairy Products Corporation 
in 1944 reported net sales of $593,852,943 and net plant of $84,973,- 
627, or $6.98 of net sales per dollar of investment in net plant, 
compared to $6.29 in 1943 and $5.77 in 1942. 

Because of wide variation in the character of industrial operas 
tions, no single standard can be established. The value of the ratio 
hes m the comparison over a period of years to determine whether 
the company is progressing by obtaining more dollars of sales per 
dollar of net plant investment. A downward trend, on the other 
hand, raises the suspicion that the plant is overvalued. In this 
event it is necessary to review the maintenance and depreciation 
policy of the company. 

National Dairy Products Corporation has received an increasing 
number of dollars of net sales per dollar of investment in net plant. 
This is especially favorable when compared with Borden Company, 
which reported the following net sales per dollar of net plant invest- 
ment: 

National Dairy Borden 


1940 $3.65 13.23 

1941 4 28 3.74 

1942 5 77 4.72 

1943 6 29 5.59 

1944 6 98 6 33 


. Capital structure. The capital structure of a company refers to 
the aggregate of the bonds and stocks outstanding. It sets forth 
the extent of the long-term jSxed-charge claims of the bondholders 
and of the interest of the stockholders. Analysis of the capital 
structure is made to determine the proportion of the capital repre- 
sented by each class of security. It is important to the bondholders 
and to the stockholders. The larger the proportion in bonds, the 
weaker is the position of both the bondholders and the stockholders. 
The position of the bondholders is weakened by the small cushion 
provided by the stockholders and, at the same time, the large pro- 
portion of bond claims ahead of the stockholders reduces the strength 
of the latter. On the other hand, the smaller the proportion in 
bonds, the stronger is the position of both the bondholders and the 
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stockholders. The large cushion provided by the stockholders 
strengthens the position of the bonds and, by the sanae token, the 
position of the stockholders is enhanced by the small prior nlaim 
of the bondholders. 

Railroad. The capital structure of a railroad company consists 
of bonds, capitalized lease rentals, and capital stock. Lease rentals 
are usually capitahzed at 5 per cent on the assumption that the 
property controlled by the lease could have been purchased or 
equivalent property constructed by the lessee railroad with the 
proceeds of a 5 per cent bond issue. The lessee railroad preferred, 
however, to lease the property of the lessor railroad and to guarantee 
the already outstanding securities of the lessor railroad. The rent 
paid in the form of guaranteed interest and dividends on the securi- 
ties of the lessor railroad constitute the interest which the lessee 
railroad would have had to pay on its own bonds. The. capitahzed 
lease rentals must be included in the capital structure in order to 
determine the proportion of fixed-charge obhgations to capital 
stock. The Chesapeake & Ohio Railway, for example, reported 
rent for leased lines of $49,691 in 1944 which, when capitahzed at 
5 per cent, represented a funded debt of $993,820. The total capi- 
tahzation of the company,' therefore, was $406,795,739, consisting 


of: 

1944 1943 194 $ 

Bonds $214,368,000 $202,739,000 $211,335,000 

Capitalized rentals . 993,820 993,380 991,240 

Preferred stock 15,314,708 

Common stock 191,433,919 191,433,919 191,433,919 


$406,795,739 $395,166,299 $419,074,867 

The capital structures of American railroads have had two charac- 
teristics: (a) a large proportion in the form of fimded debt and 
(b) the failure in many bond issues to provide for a sinking fund. 
The large proportion in funded debt was justified on the grounds 
originally that tremendous amounts of capital were required in 
the construction of railroads and later by the aheged basic character 
of the service provided by the industry and the stability of revenues. 
This debt, however, proved a serious burden after 1930. The omis- 
sion of a sinking fund provision in most of the earlier bonds was 
on the assumption that at maturity they could be refunded into 
a new issue on favorable ternas. In recent years, however, the 
general situation with respect to the size of the debt and sinking 
fund provisions has changed. Many railroads followed the pohcy 
of using wartime earnings to reduce their funded debt, with the 
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result that the total net amount of funded debt held by the pubhe 
decreased from $11,880,127,078 in 1930 to $9,833,925,575 in 1943. 
The Interstate Commerce Commission also has insisted upon the 
inclusion of sinking fund provisions in new rahroad bonds. 

Funded debt of the Chesapeake & Ohio Railway, for example, 
decHned from $230,602,000 in 1936 to $202,739,000 in 1943. During 
1943 the net debt was reduced by $8,596,000. The company paid 
off at or before maturity $13,796,000 of bonds, notes, and equip- 
ment obligations and issued during the year $5,200,000 of equip- 
ment trust certificates. While the debt on property owned Decem- 
ber 31, 1943, was reduced by $3,961,000 during 1944, the sale of 
. $15,500,000 of equipment trust obligations increased the debt to 
$214,368,000 at the end of 1944. The debt at the end of 1944, 
however, was $16,234,000 less than in 1936. 

Analysis of the capital structure of the Chesapeake & Ohio Rail- 
way revealed the following percentage distribution: 

19U 194S 1942 

Bonds and rentals 52 9% 51.5% 50 6% 

Stock 47 1 48.5 49 4 

100 0 100 0 100 0 

The moderate capital structure of the Chesapeake & Ohio Rail- 
way in fixed obligations is in marked contrast to such railroads as 
the Southern Railway and the Pennsylvania Railroad. The funded 
debt and capitahzed lease rentals of the former constitute about 
60 per cent of the total capital structure. The weakness of this 
situation is accentuated by the fact that a large part of the debt is 
represented by high-coupon non-callable bonds, which precludes 
the prospect of refunding operations at an interest saving. The 
Pennsylvania Railroad has about 71.2 per cent of the total capital 
structure in fixed obligations. The heavy fixed-charge obligations 
of the road are due largely to the large rent for leased lines and 
to the assumed del5t of subsidiaries. The total capital structure 


currently consists of : 

- 



Amount 

Per Cent 

Funded debt . . 
Capitalized rentals . . 

. Common stock . . . . , 

. . . $644,425,2471 

. . . 975,673,360/ 

. . . 658,387,700 

71.2% 

28 8 


$2,278,486,307 

100.0 

Generally speaking, fixed obligations olight not 

to exceed 50 


cent of the total capital structure. 

’Public utility. Public utility companies, like railroad companies, 
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also have obtained a large proportion of their capital through bor- 
rowing and for the same general reasons; namely, the large amount 
of capital required and the alleged stability of earning power. The 
amount of funded debt varies from one company to another accord- 
ing to the size of the company, the geographical location, and the 
type of utility. In determining the capital structure of a public 
utility company it is usual to include earned surplus as part of 
the stockholders’ interest. Hartford Electric Light Company, for 
example, had a total capital structure in 1944 of $30,693,636, con- 
sisting of $6,895,000 in bonds and $23,798,636 in stock and surplus. 
The percentage distribution was as follows : 

19U 1943 1948 

Bonds ... .... 22 4% 22.8% 229% 

Stock and surplus 77 6 77 2 77 1 

100 0 100 0 100 0 

The very moderate proportion of the capital structure in bonds 
compared favorably with the general rule that fmided debt of a 
public utility company ought not to exceed 60 per cent of the total. 

Industrial. In industrial companies, surplus is equally important 
with capital stock as a protection to the claim of the bondholders. 
It is frequently a very important part of the net worth, particularly 
in companies that give a very nominal stated value to no par value 
stock. In determining the amount of surplus, intangible assets, 
which are generally arbitrarily valued at best, must be eliminated 
by deducting their balance sheet valuation from the statement 
of surplus. Surplus shows the profits that are available for distri- 
bution as dividends (earned surplus), the profits that have been 
reserved for various corporate purposes (surplus reserves), and 
. the capital surplus. In practice, however, it is dfficult in many 
instances to determine from the title whether a reserve is truly 
a surplus reserve. For analytical purposes, net worth is calculated 
as the sum of the capital stock, earned surplus, and capital surplus. 
The error in such calculation is on the side of conservatism, since 
it tends to understate the net worth. 

The total capital structure of National Dairy Products Corpora- 
tion in 1944 consisted of : 

‘ Amount Pot Cent 

32,2 
67.8 

^ 100.0 


Bonds $51,700,000 

Stock . , . ‘ 51,266,676 1 

Surplus . . 4 57,196,015 J 

$160,162,691 
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The 32.2 per cent in funded debt marked a decrease from 36.5 per 
cent in 1943 and a corresponding rise in net worth from 63.5 per 
cent in 1943. Because of wide fluctuations in earnings, industrial 
companies can ill afford to have a large percentage of the capitaliza- 
tion in the form of bonds. The accepted maximum is 25 per cent. 
Many of the strongest companies — General Electric, International 
Harvester — have no funded debt at all. 

Creditors v. stockholders. The analysis of the relative invest- 
ment by creditors and by stockholders in an industrial company 
is measured by two ratios; “Net worth/total debt” and “Net 
worth/net fixed assets.” These ratios reflect two different ways of 
measuring the extent to which the company is financed by the stock- 
holders and by the creditors. 

Net worth /total debt. Total debt of a corporation represents the 
aggregate debt owed to creditors, both long-term and short-term. 
It consists of the funded debt and the current Mabilities. For ex- 
ample, in 1944 the total debt of National Dairy Products Corpora- 
tion was $81,587,817, consisting of $51,700,000 of funded debt and 
$29,887,817 of current habilities. Net worth and total debt both 
represent the capital used in the business — net worth representing 
the investment of the stockholders and total debt that of the credi- 
tors. The ratio “Net worth/total debt” expresses the number of 
dollars of stockholders’ investment supporting one dollar of debt, 
and thus reflects the relation of the debt to the supporting equity of 
the owners that must be wiped out before the creditors suffer a 
loss. For example. National Dairy Products Corporation in 1944 
had $108,462,691 of net worth supporting $81,587,817 of total 
debt, or $1.33 of net worth for every dollar of total debt, compared 
to $1.28 in 1943 and $1.04 in 1942. Obviously the position of both 
the creditors and the owners is enhanced by an increase in the net 
worth per dollar of total debt. 

Net worth/ net fixed assets. The ratio “Net worth/net fixed assets,” 
on the other hand, relates the net worth to the investment in fixed 
assets and is based on the theory that the investment of the stock- 
holders should be adequate to provide the fixed assets necessary 
to carry on the business and at least to contribute to the current 
assets. National Dairy Products Corporation in 1944, with net 
worth of $108,462,691 and net fixed assets of $84,973,627, had $1.28 
of net worth for every dollar of net fixed assets, compa.red to $1.10 
in 1943 and $0.97 in 1942. Obviously, the greater the number 
of dollars of net worth per dollar of net fixed assets, the stronger 
is the position of the company. On the other hand a small number 
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of dollars of net worth per dollar of net fixed assets points to a possi- 
ble overexpansion in fixed assets. 

Asset protection of debt. A comparison of the size of the fixed 
obligations and of the assets upon which they have a prior claim 
enables the bondholder to calculate the asset protection enjoyed by 
the bonds. While the asset protection is subordinate to the earrdngs 
protection, nevertheless it is significant. The assets applicable to 
junior securities serve as a cushion against loss for the senior securi- 
ties. The fixed liabilities look to the assets, both fixed and current, 
as protection for the debt. 

Net fixed assets /funded debt. The extent to which the fixed assets 
protect the funded debt is expressed by the ratio “Net fixed assets/ 
funded debt.” Obviously, the larger the plant investment supporting 
the funded debt, the stronger is the position of the bonds. The ratio 
is often referred to as a stabihty ratio. In view of the multiplicity 
and complexity of liens in the railroad field, however, the use of the 
relationship is restricted to the public utility and industrial fields. 
The Hartford Electric Light Company’s net plant investment of 
$27,212,187 in 1944 was supporting $6,895,000 of funded debt, 
or $3.94 of net plant investment per doUar of funded debt. This 
compared with $3.95 in 1943 and $3.89 in 1942. Generally speaking, 
the net plant valuation should be at least 1-| times the funded debt. 

National Dairy Products Corporation in 1944 had $84,973,627 
of net fixed assets and $51,700,000 of funded debt, or $1,643 of net 
fixed assets supporting $1,000 of fxmded debt, compared to $1,568 
in 1943 and $1,512 in 1942. The net fixed assets should be at least 
equal to the funded debt. 

Working capital /funded debt. The ratio “Working capital/ 
funded debt” is a recognition of (a) the greater ease in valuing 
the current assets as compared with the fixed assets and (b) the 
distinct advantage of a strong working capital position in supporting 
interest charges during a period of poor earnings. A strong working 
capital position is most advantageous to the bondholder for two 
reasons: (a) it makes possible the continuance of interest payments 
and (b) it facilitates the retirement of the principal, either by pay- 
ment at maturity or by voluntary purchase of the bonds in the 
market. National Dairy Products Corporation, for example, in 
1944 had $83,911,472 of working capital and $51,700,000 of funded 
debt, or $1,623 of working capital per $1,000 of funded debt, com- 
pared to $1,302 in 1943 and $1,004 in 1942. If bonds are to be 
accorded investment quality, the working capital should at least 
equal the funded debt. 
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Review Questions 

1. Indicate the relative importance of fixed assets to railroad, public utility, 
and industrial companies. 

2. Contrast fixed and current assets from the standpoint of solvency and 
solidarity. 

3. Discuss the nature of fixed liabilities. 

4. Contrast fixed and current assets from the standpoint of valuation. 

6. Discuss the analytical problem presented by the fixed assets. 

6. Indicate the basic factors in the valuation of fixed assets. 

7. Define book value of fixed assets. 

8. Discuss the component parts of book value. 

9. Explain the factors affecting book value. 

10. Describe common book value write-downs 

11. Contrast book value and current value of fixed assets 

12. Discuss the significance of the ratios ^Tlant/operating revenue’^ and ‘^Net 
sales/net plant.” 

13. Define capitalization and explain its calculation. 

14. Discuss the significance of capitalization to creditors and to owners. 

16. Explain the calculation of the total capitalization of a railroad company. 

16. Indicate the characteristics of railroad capitalization. 

17. Describe the method of analyzing railroad capitalization. 

18. Explain the calculation of the total capitalization of a public utility com- 
pany. 

19. Describe the method of analyzing public utility capitalization. 

20. Explain the calculation of the total capitalization of an industrial company. 

21. Discuss the problem of surplus reserves in the calculation of net worth of 
an industrial company. 

22. Indicate the relation of net worth to present worth of an industrial company. 

23. Discuss the significance pf the ratio ^^Net worth/total debt ” 

24. Explain the significance of the ratio ‘^Net worth/net fixed assets.” 

26. Discuss the significance of the ratio “Net fixed assets/funded debt.” 

26. Compare the significance of the ratio “Net fixed assets/funded debt” in 
the analysis of railroad, public utility, and industrial companies. 

27. Discuss the significance of the ratio “Working capital/funded debt” in the 
analysis of the funded debt of an industrial company. 


Assignment 


(a) Determine the reasonableness of the book value of the fixed assets from the 
following data: 

This Year Last Year 

(1) Raileoad: 

Investment in Transportation Property ... $ 478,233,014 $ 471,965,484 
Operatmg Revenue 214,779,541 208,799,302 


(2) PuBnic TJTinrrT: 

Utility Plant . . 
Operating Revenue 


351,199,302 $ 350,328,923 
83,547,517 88,664,458 
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(3) Industrial: 

Net Plant $ 298,549, 884 $ 327,229,678 

Net Sales 4,262,249,472 3,796,115,800 


(b) Indicate tbe capital structure of a railroad from the following data: 
Balance Sheet: 

Capital Stock $562,332,486 

Funded Debt 612,719,371 

Income Statement: 

Rent for Leased Roads . ... 20,753,411 


(c) Compute the net worth of an industrial company from the following data 
and determine (1) the amount of stockholders^ investment supporting a 
dollar of total debt and (2) the working capital per dollar of funded debt: 


6 % Preferred Stock 

7 % Preferred Stock . . 

Earned Surplus . . . 
Current Liabilities . . 
Common Stock . . . 
Funded Debt .... 
Capital Surplus . . , 

Current Assets . . . 


$ 2,000,000 
6,550,500 
9,065,682 
18,332,614 
14,024,670 
17,000,000 
2,968,643 
48,454,270 



CHAPTER NINETEEN 


ANALYSIS OF INCOME STATEMENT 


Introduction. Analysis of the income statement involves three 
considerations ; earning power, fixed charges, and dividends. Analy- 
sis of earning power requires an examination of the profit-produciog 
capacity of the company — the real worth of the company. The 
adequacy of the profit should be related to the volume of business 
and to the amount of invested capital. Analysis of' fixed charges 
involves consideration of the adequacy with which the fixed charges 
are earned. Analysis of dividend payments involves a study of 
both the relationship between the net income available and the 
dividends paid and of the dividend record of the company over a 
period of years. 

Operating revenue or net sales. Analysis of the operating revenue 
or net sales involves consideration of changes both in the total 
amount and in the sources of revenue or sales. The trend of those 
changes and the extent of the changes is usually measured in per- 
centages. 

Railroad. Inasmuch as railroads secure their revenue from the 
transportation of trafiic within a given territory, the volume and the 
character of the traffic as well as the profitableness of operation 
depend upon the nature of the territory. Analysis of the territory 
involves consideration of such factors as size, physical features, 
diversity of population, natural resources, and manufacturmg and 
commercial activities. The distance over which traffic may be 
carried is limited by the size of the territory served. Since long-haul 
traffic is relatively more profitable than short-haul traffic, railroads 
which serve extended areas such as the Pennsylvania and the Atchi- 
son, Topeka & Santa Fe have an operating advantage over those 
serving smaller areas such as the New Haven and the Pere Mar- 
quette. Though a densely populated area usually means commercial 
and industrial activity, which provide heavy freight traffic, it also 
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usually provides heavy passenger traffic, which is relatively less 
profitable. The character of the traffic usually reflects the natural 
resources and the manufacturing and commercial activities of the 
territory. A territory that enjoys a high degree of activity and a 
broad diversification of enterprise generally provides a more profit- 
able and a more rehable source of traffic than one that is rich in 
natural resources. 

During the period 1942-1944 the operating revenue of Chesa- 
peake & Ohio Railway increased from $181,809,762 to $216,536,248. 
The increase in the operating revenue, however, was at a decreasing 


rate. 

Operating Percentage 

Revenue Increase 

1942 $181,809,762 21% 

1943 208,512,535 15 

1944 216,536,248 4 


Sources of operating revenue. The operating revenue of a railroad 
is obtained from the transportation of freight, passenger, mail, ex- 
press, and miscellaneous traffic. Freight traffic is the predonfinant 
source of operating revenue to all Class 1 railroads, providing approx- 
imately 80 per cent of the total revenue, whereas passenger traffic 
yields about 10 per cent. On the Chesapeake & Ohio Railway, 
freight traffic has provided approximately 87 per cent and passenger 
traffic about 9 per cent of the road’s operating revenue. 

Sources of freight traffic. Freight traffic is classified according 
to the nature of the products carried as agriculture, animal, forest, 
mines, manufacturing and miscellaneous, and less-than-carload 
(L.C.L.) freight. Obviously, the relative importance of the various 
types of freight to any railroad depends upon the nature of the 
territory the railroad serves. Some raflroads, such as the Atchison, 
Topeka & Santa Fe, have a fairly well diversified traffic, whereas 
others, such as the Chesapeake & Ohio, depend largely upon one 
type of freight. The freight traffic of the Santa Fe is diversified 
among manufactures (37 per cent), products of mines (27 per cent), 
and agricultural products (22 per cent). On the other hand, the 
Chesapeake & Ohio serves the rich bituminous coal m i n i ng areas 
of Virginia, West Virgiiua, and eastern Kentucky, which accounts 
for the fact that coal provides more than 76 per cent of its freight 
tonnage, 65 per cent of its freight revenue, and 55 per cent of its 
operating revenue. It originates more bituminous coal than any 
other railroad. It handles approximately 75,000,000 tons of coal 
annually of wffieh about 85 per cent is originated and 15 per cent is 
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received from connecting lines. Normally 75 per cent of the coal 
moves westward to the Great Lakes and central west, while the 
remainder moves eastward to Newport News for trans-shipment 
along the industrial seaboard. The railroad serves great coal- 
consuming markets along its own lines from the Great Lakes to the 
Atlantic Ocean and, through its connections, it has ready access 
to other great centers of population and industry. These ready 
markets, together with the perennial demand for coal in good times 
and in bad times, have produced a stability of income. The depend- 
ence of the road largely upon one type of freight traffic is evidenced 
by the following classification of tonnage expressed in percentages ; 


Agriculture 

19U 
. 2 2% 

1943 

21% 

194S 

16% 

Animal . .... 

. . 6 

4 

4 

Forests ... 

20 

20 

22 

Mines . . . . 

82 4 

83 3 

84 0 

Mfg. and Misc . . 

. 12.3 

116 

112 

LC.L. . . 

5 

.6 

6 


Products of mines account for approximately 83 per cent of the total 
toimage. 

Changes in the nature of the territory served affect the character 
of the traffic carried. For example, improvement of port facilities 
at Mobile, Alabama, and the industrial growth in the South, particu- 
larly during the war years, were instrumental in the better diversi- 
fication of revenue tonnage carried by the Gulf, Mobile & Ohio 
Railroad. Agricultural and lumber traffic, which formerly accounted 
for about 50 per cent of freight revenue of the railroad, gave way 
to increased manufactures and miscellaneous revenues. In 1941, 
the first ftill year of operation for the consolidated system, products 
of agriculture accounted for 15.7 per cent of freight revenues, forest 
products 24.3 per cent, and manufactures and miscellaneous 43.4 
per cent. 

Traffic density. A common measurement of the volume of freight 
traffic per nolle of road is expressed as “traffic density.” This meas- 
urement gives consideration to volume of traffic (in terms of tons 
carried), distance carried (in terras of the average distance each ton 
was hauled), and the miles of line operated in the transportation of 
freight. Specifically, it is expressed as “Total tons carried X Aver- 
age distance per ton/Miles of line operated.” The Chesapeake & 
Ohio Railway carried 102,470,851 tons of revenue freight an average 
distance of 280.50 miles for a total of 28,743,073,706 ton-miles in 
1944. The road operated an average of 3,032.83 nuleg, or a freight 
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traffic density of 9,447,311, as against a freight traffic density of 
9,090,881 in 1943 and 8,399,475 in 1942. 

An increase in traffic density indicates an increase in the nunaber 
of tons carried, or an increase in the average distance hauled, or 
a decrease in the number of nules operated. In any event, an increase 
in freight traffic density is indicative of a more intensive use of the 
miles of line operated. The Pennsylvania Railroad stands only 
fourth among American railroads in respect to length of main line, 
but it operates over the densest traffic territory in the world. With 
only 4.7 per cent of the country’s line mileage, it carries more than 
11 per cent of total rail freight traffic. Although the Erie Railroad 
originates only about 40 per cent of total tonnage handled, revenue 
freight density is heavier than that of the New York Central Rail- 
road and of the Baltimore & Ohio Railroad and only moderately 
below that of the Pennsylvania Railroad, primarily because of 
favorable connections with other railroads. On the other hand, 
the traffic density of the Chicago, Rock Island & Pacific Railway 
and of the St. Louis-San Francisco Railway is normally relatively 
light. 

Revenue per ton-mile. While the traffic density is important as 
a measure of the transportation service rendered by the railroad, 
equally important is the profitableness of the traffic. A High traffic 
density representing a large amount of low-grade freight may not be 
as profitable as a lower traffic density consisting largely of high-grade 
freight. The relative profitableness of freight traffic is usually 
measured in terms of “revenue' per ton-mile” and represents the 
movement of a ton of revenue freight over one-nnle. The Chesapeake 
& Ohio Railway received $184,876,712 of revenue in 1944 by the 
transportation of freight 28,743,073,706 ton-miles, or 6.4 mills of. 
revenue per ton-mile,' compared to 6.5 mills in 1943 and 6.4 mills 
in 1942. It is low, however, when compared -with the average revenue 
per ton-mile for other railroads: 


Class 


1942 ..93 mills 
1943. . 9.3 
1944 ..95 


C &0 

6 4 mills 

6.5 

6.4 


Penn 

9.1 mills 

9.2 
9.5 


N. Y. Illinois Umon Pacific 
Central Central 

8.7 mills 7 4 miUs 10.4 mills 

8.8 7.7 10.2 

9.0 8 0 10.2 


The low average revenue per ton-nadle for the Chesapeake & Ohio 
Railway is due largely to the predominance of coal, which -is con- 
sidered low-grade freight. The Peimsylvania Railroad and the 
New York Central Railroad, on the other hand, carry a much larger 
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amount of high-grade freight and therefore receive more revenue 
per ton-mile. 

The extent to which severe competition in the territory served 
may affect the revenue per ton-mile is illustrated by the Illinois 
Central Railroad. Although the railroad has an average haul of 
about 250 miles, which is better than the average for other railroads, 
the average rate per ton-mile is lower than for all Class 1 railroads, 
partially because of severe competition. The St. Louis-San Fran- 
cisco Railway also is subject to keen competition from motor vehi- 
cles, pipe lines, and other rail routes, while the Western Pacific 
RaDroad encounters competition from motor vehicles, coastal 
ships, and other rail routes. On the other hand, the Urdon Pacific 
Railroad has not been subject to so severe truck competition as 
other railroads, partly because of the long-haul type of traffic han- 
dled and the fact that the mileage traverses the Rocky Mountain 
range. The average haul has been approximately 500 miles, which 
is much longer than for any other railroad in the country. This 
has been refiected in the better-than-average revenue trends of the 
Union Pacific compared with Class 1 railroads in the central western 
region and in the entire United States. 

Public utility. The analysis of the territory served by a public 
utility is as important as a similar analysis for a railroad. Unlike 
railroads, which cover wide areas, public utilities operate only 
within a prescribed territory and, as a result, their opportunity to 
prosper is definitely limited to an extremely small area. Analysis of 
the territory served involves consideration of geographic location, 
population, and resources. Geographic location has important 
economic and physical aspects^. The proximity to established 
channels of trade provided by the harbors of New York, Boston, 
Baltimore, Los Angeles, and San Francisco 'and by the excellent 
water and rail facilities of Chicago, Cleveland, and Detroit give 
those cities a distinct economic advantage. The Consolidated Gas, 
Electric Light & Power Company of Baltimore, Maryland, for 
example, operates not only in the city of Baltimore, but also over 
a wide surrounding area. The territory is favored by excellent 
port facilities, the port of Baltimore being the thdrd largest in the 
United States from the standpoint of tonnage. Located at the center 
of the Atlantic seaboard, with rail access to the Middle West, the 
region has developed an unusual diversification of trade and indus- 
trial activity. The territory contains the Sparrows Point plant of 
the Bethlehem Steel Company (one of the largest tidewater steel 
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plants in the world), a large copper refinery of the American Smelt- 
ing & Refining Company, and a major plant of the Western Electric 
Company. 

Some territories are primarily industrial while others are com- 
mercial, agricultural, or residential. Detroit Edison Company, for 
example, serves one of the most highly industrialized sections of the 
country, a section that includes not only the city of Detroit but also 
Dearborn, Ann Arbor, East Detroit, Hamtramck, Grosse Pointe, 
Highland Park, River Rouge, and Port Huron. On the other hand, 
Idaho Power Company serves a distinctly agricultural section. 
As a rule, industrial and commercial territories offer better markets 
to utility companies than do agricultural or residential areas. The 
chief advantage of the large community, however, Hes in the diver- 
sity of resources which is basic to stability of demand for utihty 
service. 

The Hartford Electric Light Company is engaged in the gener- 
ation and distribution of electricity in north central part of Connect- 
icut, serving an area of 205 square miles and a population of 249,000. 
Insurance and related businesses provide the principal occupation 
for the population. The company provides electricity at retail to 
eleven communities of which Hartford, West Hartford, and East 
Hartford are the most important. It also sells power at wholesale to 
the Connecticut Power Company, the Coimecticut Light & Power 
Company, and the Ensign-Bickford Company. The increase in 
operating revenue is shown by the following: 

Operating Revenue Percentage Increase 

1942 . . . $ 11 , 335,667 11 8 % 

1943 . . . 11 , 922,489 5 3 

1944 . . . 12 , 952,806 8.4 

Sources of operaiing revenue. Some companies, such as Boston 
Edison Company and Chicago District Electric Generating Com- 
pany, generate power and wholesale it to distributing companies, 
while other companies, such as New York & Queens Light & Power 
Company, purchase power and retail it. Hartford Electric Light 
Company, however, generates electric current which it sells both 
at wholesale and at retail. The operating revenue of Hartford 
Electric Light Company consists of sales of electric current at retail 
and to other electric corporations and of miscellaneous operating 
revenues. While local sales at retail constitute the most important 
source of operating revenue, such sales decreased in importance 
relative to sales to other electric corporations at wholesale. 
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19U 1943 194s 

Amount % Amount % Amount % 

Local sales .... $9,992,457 775 $9,697,696 81 5 $9,644,426 84.9 

OttiGi' clGcfcric 

corporations . . . 2,957,023 . 22 5 2,222,089 18.5 1,671,766 15.1 

$12,949,480 100.0 $11,919,785 100 0 $11,316,192 100.0 

Retail sales are classed as industrial, commercial, and domestic. 
Industrial sales represent the demand for light and power at whole- 
sale by manufacturing establishments, mines, and foundries. In 
general the iadustrial market consumes about half of the Idlowatt- 
hours of electric energy produced annually.^ Commercial sales 
are to such consumers as retail stores, ofl&ces, and theaters and are 
principally for hghting purposes. Domestic sales represent the 
consumption by homes for lightiag and for the operation of such 
household equipment as refrigeral^ors, ranges, water heaters, radios, 
and irons. 

Industrial rates are generally low, largely because of the potential 
danger of industrial c6mpanies establishiug their own power plants. 
Sales for residential and commercial consumption, on the other 
hand, are more profitable than iadustrial sales. The domestic load 
for fighting in the evening and the current used by other domestic 
and commercial appliances supplements the demands of industry 
during the day. By the same token, the industrial demand absorbs 
the greater part of the expenses and thus reduces the cost of serving 
the high-rate residential and commercial load. 

As a rule, domestic retail sales represent the most stable source 
of revenue and iadustrial retail sales the least stable. While, the 
industrial demand is the first to decline in periods of depression, it 
is the fibrst to respond to improved business conditions. Inasmuch 
as stability of revenues, especially during periods of business depres- 
sion, is of the utmost importance to public utility companies, a 
large proportion of the more stable domestic or residential business 
is preferable to the more flluctuating iadustrial business. The retail 
sales of electric current by the Hartford Electric Light Company 
have been as follows: 


1944- 194s 1943 

Amount % Amount % Amount % 

Iadustrial $3,473,860 34 7 $3,473,262 36.1 $3,252,588 34 3 

Commercial .... 3,003,553 30.0 2,791,304 28.8 2,937,655 30.2 

Domestic . ' . . . . 3,160,967 31.6 3.080,877 31.9 3,107,044 32 3 

Street -lightiag . . . 354,077 3.7 352,253 3.2 347,140 32 


. $9,992,457 100.0 $9,697,696 100.0 $9,644,427 100.0 

1 A kilowatt-hour represents 1,000 watts for one hour. 
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The company has a fairly well diversified market in mdustrial, 
commercial, and domestic sales. 

For companies that sell more than one type of service, such as 
the Pubhc Service Electric and Gas Company of New Jersey, the 
operating revenues may be analyzed accorchng to the type of service. 
This company derives approximately 75 per cent of operating rev- 
enue from electric sales and 25 per cent from the sale of gas. 

Industrial. Analysis of an industrial company involves considera- 
tion of its market and operating conditions. Unlike railroad and 
public utility companies, which operate within defined areas, indus- 
trial companies may serve national and even international markets 
Industrial companies may differ in the stability of demand for their 
products, in the degree to which they have diversified their products, 
and in the extent to which they must meet with competitive condi- 
tions. In view of the absence of public regulation and of uniformity 
in operating conditions, the management factor is of rmusual impor- 
tance in the analysis of industrial companies. The basic test of 
efficiency of management is stability of earning power. 

Changes in the net sales of an industrial company may be due 
to a change in the number of units of product sold, or to a change 
in the seUing price per unit, or to both. The net sales of National 
Dairy Products Corporation increased but at a decreasmg rate in 
1943 and 1944, in line with the trend experienced by the Borden 
Company. The annual rate of increase, however, was lower than 
that of the Borden Company. 


National Dairy Borden 

Net Sales % Increase Net Sales % Increase 

1942 $ 562 , 451,639 30 4 $ 325 , 350,306 25 5 

1943 580 , 173,068 3.1 371 , 866,527 14 3 

1944 593 , 852,943 2.3 410 , 478,189 10.4 


Eegardless of changes in total sales, sometimes very important 
changes occur in the source of total sales. While the Diamond Match 
Company is a dominant factor in the American match industry, it 
also has diversified interests in lumber, building materials, and 
chemicals, and in the manufacture of woodenware and pulp and 
paper products. The sale of matches, which at one time constituted 
more t h a.n half of the sales, has since declined in importance and now 
provides less than half of the sales. 

Operating ratio. The operating ratio refers to the relation of 
operating expenses to operating revenue or net sales. This relation- 
ship is expressed as "Operating expenses/operating revenue or net 
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sales” and indicates the expenses incurred per dollar of operatiog 
revenue or net sales. The ratio is commonly used to measure the 
operating eflB.ciency of the management, on the theory that efficient 
management results in a stable or decreasing operating ratio. 

Operating ratio, however, is subject to distinct limitations. Oper- 
ating expenses may be classed as fixed and variable. While theoreti- 
cally a rising ratio should reflect decreased efficiency, actually it 
may reflect the effects of a business depression. Managements have 
found that in a period of declining sales, operating expenses cannot 
always be reduced proportionately and there is a minimum below 
which fixed operating expenses cannot be reduced. On the other 
hand, while theoretically a decrease in the ratio would reflect greater 
efficiency, it may actually reflect a deliberate curtailment by the 
management of such variable expenses as maintenance or depre- 
ciation in an effort to report a more favorable operating profit. 
The operating ratio must be judged in terms of the average operating 
ratio for the industry. 

Railroad. The operating ratio of a railroad is the ratio of all 
operating expenses, excluding taxes, to operating revenue. The 
Chesapeake & Ohio Railway in 1944 had operating expenses of 
$136,866,850 and operating revenue of $216,536,248, and the operat- 
ing ratio was 63.2 per cent, compared to 55.2 per cent in 1943 and 
52.5 per cent in 1942. The Chesapeake & Ohio Railway had a 
relatively low operating ratio in comparison with the average for 
all Class 1 roads. 

C & 0 Class 1 Roads 


1942 52 5 616 

1943 55.2 62 4 

1944 63.2 66.6 


On the other hand, the operating ratio of the New York Central 
Railroad of 74.4 per cent in 1944 and of 67.6 per cent in 1943 was 
somewhat higher than the average for Class 1 railroads because 
of the relatively high expense of handling passenger business and 
the large amovmt of light-density branch mileage. 

It is not practical, however, to set up a maximum standard for 
the operating ratio, because some component parts should be large 
while others should be small. Analysis of the operating ratio involves 
consideration of the transportation ratio and the maintenance ratio. 

Transportation ratio. The transportation ratio is expressed as 
“Transportation expense/operatmg revenue” and seeks to measure 
the relation of direct operating expenses to operating revenue. 
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Obviously, a low transportation ratio for a railroad is an excellent 
commendation. The transportation expenses of the Chesapeake & 
Ohio Railway in 1944 amounted to $57,661,573, or 26.6 per cent of 
operating revenue, compared to 23.5 per cent in 1943 and 23.0 per 
cent in 1942. It averaged 24.4 per cent for the period 1942-1944, 
compared to an average of 30.4 per cent for Class 1 railroads. Such 
railroads as Chesapeake & Ohio and Norfolk & Western are able 
to report a low transportation ratio largely because of their favora- 
ble location. All roads in the Pocahontas District benefit from the 
proximity to the leading coal-mining regions, since they not only 
buy fuel cheaply but carry to other users a commodity that can be 
moved with maximum economy. 

Maintenance ratio. The transportation ratio is closely related 
to the maintenance ratio. Large expenditures for maintenance 
should increase the efficiency of the railroad and consequently reduce 
the transportation ratio. By the same token, skimping on main- 
tenance reduces the efficiency and increases the transportation ratio. 
For this reason, therefore, analysis of maintenance and transpor- 
tation expense is necessary in interpreting the operating ratio. 
An operating ratio of 76 per cent of which maintenance represents 
41 per cent is preferable to an operating ratio of 70 per cent of which 
maintenance represents 28 per cent. For example, m the following 
situation. Railroad A has a higher operating ratio than Railroad B, 



m,A 

RR B 

Operating Ratio 

. . . 76% 

70% 

Maintenance — W. & S. . . 

. . , 18 

10 

Maintenance — Equip. . . . 

... 23 

18 

Transportation 

... 30 

36 

Traffic & General 

... 5 

6 


yet analysis of the maintenance ratio reveals that Railroad A is 
reinvesting a considerably larger percentage of operating revenue 
in way and structures and in equipment than Railroad B. This 
is also reflected in the lower transportation ratio enjoyed by Rail- 
road A. A commonly accepted standard operating ratio is 72-75 per 
cent in which maintenance is at least 32 per cent. The increase in the 
operating ratio of the Chesapeake & Ohio Railway has been due 
largely to the increase in the maintenance ratio. 


Operating 

Ratio 


Maintenance 

Ratio 


Transportation 

Ratio 


. . 52 5 

25,5 

. . 55 2 

27.4 

. . 63.2 

32.1 


23.0 

23.5 

26.6 


1942 . 

1943 . 

1944 . 
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One of the important contributing factors to the better-than- 
average percentage of operating revenue carried down to net railway 
operating income of the Louisville & Nashville Railroad has been 
the reduction in transportation expense, a good measure of operating 
efficiency. 

Public utility. The inelastic rate structure of public utilities 
generally causes operating expenses to rise and decline with greater 
rapidity than operating revenue. While the operating ratio tends 
to faU in a period of slowly falling prices, a pronounced dechne in 
operating revenue may more than offset the decline in operating 
expenses with a consequent rise in the operating ratio. The operating 
ratio of Hartford Electric Light Company was 80.8 per cent in 1944, 
compared to 78.9 per cent in 1943 and 79.6 per cent in 1942. Analy- 
sis of the factors influencing this decrease involves consideration 
of maintenance, depreciation, taxes, and miscellaneous operating 
expenses in relation to operating revenue : 



Maintenance 

Depredation 

Taxes 

Other 

Expenses 

Operating 

Ratio 

1942 . 

• • • 3 5 % 

6 . 3 % 

24 . 7 % 

45 . 1 % 

79 . 6 % 

1943 . 

. . . 4.5 

4.6 

21 8 

48.0 

78 9 

1944 . 

. . . 49 

4.5 

23.0 

48.4 

80.8 


The commonly accepted maximum operating ratios are: steam 
electric plant, 70 per cent; hydro electric plant, 55 per cent; manu- 
factured gas, 80 per cent; telephone and telegraph, 75 per cent; 
water, 40-50 per cent; traction, 80 per cent. 

Companies that sell more than one type of service and report 
operating revenues and deductions applicable. to each type provide 
the investor with a means of measuring the profitableness of each 
type of operation. The operating ratio of the Public Service Electric 
and Gas Company of New Jersey is broken down according to 
departments — electric and gas. 

To determine whether changes in the operating ratio have been 
due largely to changes in the maintenance and depreciation policy, 
the two ratios must be related. The operating ratio of -Hartford 
Electric Light Company increased from 78.9 per cent in 1943 to 
80.8 per cent in 1944. The increase was due to an increase in main- 
tenance, taxes, and other operating expenses, 

Industrial. The operating ratio of industrial companies varies 
according to the industry. In some industries, such as meat-packing, 
chain stores, and mail-order houses, a high inventory turnover 
permits some companies to show satisfactory profits despite a high 
operating ratio. Few industrial companies, however, report an 
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operating ratio under 80 per cent. National Dairy Products Corpo- 
ration in 1944, with operating expenses of $543,142,958 and net 
sales of $593,852,943, reported an operating ratio of 91.4 per cent, 
compared to 92.0 per cent in 1943 and 93.3 per cent in 1942. The 
Borden Company reported an operating ratio of 92.1 per cent in 1944 
as against 93.2 per cent in 1943 and 94.6 per cent in 1942. 

Inasmuch as maintenance and depreciation are such variable 
factors in industrial' companies, analysis of the operating ratio 
involves consideration of those charges. The operating ratio of 
National Dairy Products Corporation declined from 93.3 per cent 
in 1942 to 91.4 per cent in 1944, in spite of an increase in maintenance 
and depreciation from 3.1 per cent in 1943 to 3.3 per cent in 1944. 

Operating profit. The net operating income or profit represents 
the excess of operating revenue or net sales over operating expenses. 
It is the balance from operations which, together with other income, 
is available for the payment of fixed charges and preferred and 
common stock dividends. 

Non-operating income. The three general sources of non-operat- 
ing income to a company are temporary investments, permanent 
investments, and property. Marketable securities carried as current 
assets usually consist of federal, state, and municipal bonds, which 
afford a source of constant though not substantial income. Invest- 
ments in subsidiary companies, consisting of bonds but more usually 
of stock, may represent a fairly constant and possibly important 
source of income. Patents, processes, or real property leased to 
other companies on a royalty or rental basis sometimes provide a 
fairly substantial income. A report of General Electric Company, 
for example, lists numerous sources of non-operating income: 

Interest and dividends from affiliated companies and miscellaneous in- 


vestments ... $13,024,505 

Income from marketable securities ... 1,063,202 

Interest on bank balances and receivables 225,898 

Royalties and sundry revenue-net 1,758,703 

$16,072,308 


Analysis of non-operating income is important to determine the 
extent to which it (a) is recurring or non-recurring and (b) acts as a 
cushion to the stability of total income. Non-operating income may 
be of a recurring nature — income received annually with a rela- 
tively high degree of certainty — or of a non-recurring nature — 
income derived currently and not likely to recur. For example, 
Union Pacific Railroad has received an average annual non-operating 
income of approximately $18,000,000 in recent years, largely in the 
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form of dividends and interest and from such miscellaneous opera- 
tions as Sun Valley resort facilities, _ oil wells, and other sources. 
The Southern Pacific Company has extensive interests in traction, 
lumber, oil, coal, real estate, bus, truck, and miscellaneous enter- 
prises, including a 50 per cent control of the profitable Pacific Fruit 
Express Company. Those interests provide important sources of 
non-operating income, which has averaged 18,000,000 in recent 
years, equal to more than one third of the annual fixed charges. 
Although the Pennsylvania Railroad system has a large capitahza- 
tion, the debt structure is not so heavy as it appears on the surface 
because of its extensive holdiugs of leased line securities. About 
127,000,000 of the $49,000,000 charged to rent for leased roads is 
returned to the parent company as interest and dividend income. 
Du Pont & Company also receives substantial recurring other m- 
come, most of which is in the form of dividends on its General 
Motors common stock. The General Motors dividend in recent 
years has averaged about $23,000,000 and has represented 89 per 
cent of the total non-operating income. General Electric Company 
derives considerable recurring non-operating income largely in 
the form of interest and dividends from affiliated companies and 
miscellaneous investments. This non-operating income has averaged 
approximately $13,000,000 in recent years. The sizable recurring 
non-operating income of Cluett, Peabody & Company is received 
primarily in the form of royalties on the Sanforizing process, which 
average about 25 per cent of total non-operating income. 

- Non-recurring non-operating income, on the other hand, is income 
currently received but not likely to recur. For instance. United 
States Steel Corporation obtained a reported profit of $7,000,000 
from the sale of Gary Heat, Light & Power Company, and Swift & 
Company gained a reputed profit of $7,500,000 from the sale of 
refrigerator cars and other assets. Johns-Manville Corporation 
in one year received $560,000 in dividends from Johns-Manville 
Credit Corporation. Inasmuch as this dividend was paid out of 
the earnings of the subsidiary for the previous three and one-half 
years, it could not be considered in its entirety as a recurring non- 
operating income, as confirmed by the fact that the dividend re- 
ceived from the subsidiary the following year was only $150,000. 
The disposition of investments may also affect non-operating income. 
As a result of the sale of 100,000 shares each of preferred and com- 
mon stocks of the Michigan Sugar Company by the American Sugar 
Refining Company, income from investments for the latter company 
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declined from S647,939 in the year preceding the sale to $386,676 
in the year following the sale. 

Non-recurring non-operating income may be important to the 
investor in any one year, but its long-term importance is limited by 
the very fact that it is non-recurring. On the other hand, recurring 
non-operating income is important in that it is recurring. During 
the period 1925-1944 Du Pont & Company reported average net 
income of $310,500,000, of which $131,600,00.0 or 42.3 per cent was 
derived from the General Motors investment. 

The non-operating income received by Chesapeake & Ohio Rail- 
way and by National Dairy Products Corporation has been increas- 
ing while that of Hartford Electric Company has decreased : 


C 0 National Dairy Hartford 

1942 $1,816,109 $1,305,767 $159,561 

1943 1,895,444 1,311,023 156,536 

1944 1,967,365 1,718,465 145,969 


Non-operating income /total income. The extent to which non- 
operating income acts as a cushion to the stability of total income is 
measured by the ratio “Non-operating income/total income.” Obvi- 
ously, the higher the percentage the greater is the cushion. Gener- 
ally speaking, however, non-operating income is seldom a substan- 
tial cushion, since stockholders depend primarily upon operating 
income for dividends.^ The primary difference between companies 
lies in the extent to which non-operating income acts as a cushion. 
Non-operating income is of minor significance to the stockholders 
of Chesapeake & Ohio Railway, Hartford Electric Light Company, 
and National Dairy Products Corporation, as evidenced by the 
following percentages of non-operating income to total income ; 

C & 0 Hartford National Dairy 

1942. . 4 6% 8.0% 3 4% 

1943 .4.8 77 2 7 

1944. . . . 5.8 6 0 3.2 

Income available for fixed charges. The total income, derived 
as operating profit and as non-operating income, is usually subject 
to certain miscellaneous deductions. The balance after those deduc- 
tions is the amount available for the payment of the fixed charges. 
Strictly speaking, the income available for fixed charges in an indus- 
trial company is the income before income taxes, but it is the usual 
practice to consider the income available after taxes. Obviously, 

2 Non-operatuig income .of the Union Pacific Railroad declined from $21,698,473 in 
1929 to $12,518,455 in 1936. 
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it gives a more conservative result. The investor wishes assurance 
that the income is not only sufficient but adequate to provide a 
rnargin of safety. A company whose income available for fixed 
charges is just enough to pay the fixed charges would face possible 
default should it suffer a reduction in gross revenue or an increase 
in operating expenses or both. 

Times fixed charges earned. The adequacy with which the fixed 
charges have been earned is determined by the ratio “Income 
available for fixed charges /fixed charges,” more generally referred to 
as the “Times fixed charges earned.” A company with $10,500,000 
available for fixed charges and fixed charges of $4,600,000 has earned 
the fixed charges 2.3 times ($10,500,000/14,600,000). On the other 
hand, a company that has available only $5,700,000 with which to 
meet fixed charges of $3,900,000 has earned the fixed charges 1.4 
times ($5,700,000/13,900,000). Obviously, the greater the number of 
times the fixed charges have been earned, the stronger is the position 
of the bondholders. 

Fixed charges / operating revenue or net sales. Since in most com- 
panies the basic source of income with which to meet the fixed 
charges is operating revenue or net sales, the fixed-charge burden 
should be related to operating revenue or net sales. The ratio 
“Fixed charges/operating revenue or net sales” measures the extent 
to which the fixed charges are a burden upon the operating revenue 
or net sales. The fixed charges reflect the financial policy of the 
company in raising capital through the sale of bonds or notes. 
Since those charges remain relatively fixed while operating revenue 
or net sales are subject to change, it is essential, from the standpoint 
of the bondholder, that fixed charges bear a reasonable relationship 
to the operating revenue or net sales. Obviously, the greater the 
degree of stability in operating revenue or net sales, the larger is the 
percentage of fixed charges which the company can afford to assume; 
conversely, the greater the fluctuations to which the operating 
revenue or net sales are subject, the lower is the appropriate per- 
centage in fixed charges. 

The dependence of fixed charges upon operating revenue was 
illustrated in the experience of the Baltimore & Ohio Railroad bond- 
holders. Heavy fixed charges in relation to earnings and large near- 
term maturities made it necessary for the railroad iu 1938 to modify 
interest charges and to extend maturities. Under the plan of adjust- 
ment, over $166,300,000 of near-by maturities were extended for a 
period of from five to ten years and fixed interest charges of the 
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company and its subsidiaries were modified for a period of eight 
years. As a result, $19,600,000 of annual charges remained fixed 
and $11,400,000 was made contingent on earnings. 

Railroad. The Chesapeake & Ohio Railway in 1944 reported 
$34,456,780 available to pay fixed charges of $7,115,784, or sufficient 
to pay the fixed charges 4.8 times, compared to 5.2 times in 1943 and 
5.1 times in 1942. During the period 1942-1944 the company earned 
the fixed charges an average of 5.0 times, compared to an average 
of 2.4 times for Class 1 roads. The usual minimum requirement is an 
average of 1.5 times for a period of five years. 

In general, the fixed charges of a railroad ought not to exceed 
12 per cent of the operating revenue. The fixed-charge birrden 
of the Chesapeake & Ohio Railway does not rest heavily upon 
operating revenue, as evidenced by the fact that the fixed charges 
represented 3.3 per cent of the operating revenue in 1944, compared 
to 3.5 per cent in 1943 and 4.4 per cent in 1942. 

Public utility. The Hartford Electric Light Company in 1944 
had $2,624,612 available for interest charges of $264,748, or sufficient 
to meet the fixed charges 9.9 times, compared to 10.7 times in 1943 
and 9.0 times in 1942. The income available for the payment of 
the fixed charges should be at least twice the fixed charges. 

Generally speaking, fixed charges should not exceed 12 per cent 
of the operating revenue for a steam electric plant, a manufactured 
gas plant, and a telephone or telegraph company; 15 per cent for a 
street railway company; and 20-30 per cent for a water company. 
The fixed charges of the Hartford Electric Light Company were a 
minor burden upon the operatmg revenue, representing 2.0 per cent 
in 1944, 2.0 per cent in 1943, and 2.4 per cent in 1942. 

Industrial. National Dairy Products Corporation in 1944 re- 
ported income of $48,117,028, or sufficient to pay the fixed charges of 
$1,798,740 approximately 26.7 times, compared to 23.1 times in 1943 
and 16.3 times in 1942. The more common and conservative prac- 
tice in industrial analysis, however, is to compute the “Times fixed 
charges earned” after federal income taxes. The income available 
for fixed charges after the payment of federal taxes in 1944 amounted 
to $15,117,028, or 8.4 times fixed charges, compared to 7.8 times 
in 1943 and 7.2 times in 1942. The fixed charges should be earned 
an average of at least three times over a period of five years. 

The fixed charges in an industrial company ought not to exceed 
3 per cent of the net sales. Fixed charges of National Dairy Products 
Corporation were a negligible burden on net sales representing only 
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0.3 per cent of net sales in each of the three years under considera- 
tion. 

Net income. Net income is the balance of earnings after fixed 
charges and taxes and is the amount available for distribution to the 
stoc^olders as dividends. It represents the return on the stock- 
holders’ investment. This rate of return is usually measured in an 
industrial company by the ratio “Net income/net worth.” The 
net income of National Dairy Products Corporation in 1944 of 
$13,238,288 represented a return of 12.1 per cent on the net worth 
of $108,462,691, compared to 12.8 per cent in 1943 and 11.9 per cent 
in 1942.* 

The ratio “Net income/net worth,” especially when used in com- 
paring two years, may be open to a distortion created by any increase 
in funded or unfunded debt. A rise in the return on net worth may 
be due either to increased earning power on the present capital or to 
additional capital upon which more net income has been earned. 
Additional borrowing by a company will increase the total funds 
in the. busiaess without affecting net worth, yet the use of such 
additional funds should increase net income. For example, assxmie 
Company A borrows $3,000,000 during 1945: 


Net Income .... 
Net Worth .... 
Net Income/Net Worth 


1945 1944 

$ 2 , 000,000 $ 1 , 000,000 

$ 10 , 000,000 $ 10 , 000,000 

20 . 0 % 10 . 0 % 


The net income rose from $1,000,000 to $2,000,000 and the rate of 
return from 10 per cent to 20 per cent. In 1945, however, the com- 
pany had $3,000,000 additional capital upon which to earn more 
income. The ratio “Net income/total assets” is used, therefore, 
to check upon any distortion that may arise from the use of increased 
funds through borrowing. A rise in the ratio “Net income/net 
worth” accompanied by a decUne in the ratio “Net income/total 
assets ” may indicate increased borrowed funds rather than increased 
earning power. For example, during the period 1934-1940, the 
ratio “Net ihcome/net worth” for International Business Machines 
Corporation increased, whereas the ratio “Net income/total assets” 
decreased. The continuous rise in the former ratio was due in part 
to the financing through the sale of bonds beginning in 1936 which 


5 Aocordmg to a study made 'by the National City Bank of New York (MmtUy 
Bulletin,' August, 1945) for the period 1925—1944, net income averaged 11.6 per cent of 
net worth for dairy products compames and 8.2 per cent for approximately 1,300 indus- 
trial companies. 
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increased the total funds as indicated by the dechne in the latter 
ratio. 



Net Income ! 

Net Incmiej 

Funded 


Net Worth 

Total Assets 

Debt 

1934 

.... 145% 

12.3% 

None 

1935 

.... 150 

12 2 

None 

1936 

.... 153 

11 5 

$10,000,000 

15,000,000 

1937 

.... 154 

10.9 

1938 

.... 15.6 

11.1 

15,000,000 

1939 

.... 16.1 

11.5 

14,000,000 

1940 

.... 16.2 

119 

12,000,000 


National Dairy Products Corporation, however, experienced 
no substantial change in “Net income/net worth” nor in “Net 
income/total assets.” 


Net Income/Net Worth Net Income I Total Assets 


1942 119% 6 1% 

1943 .12 8 6 3 

1944 12 1 6.3 


Preferred stock. The net income represents the income available 
for the payment of dividends. If the company has preferred stock 
as well as common stock outstanding, the former usually has a prior 
interest in the income. The strength of the interest of the preferred 
stock is measured in terms of (a) “Earned per share” and (b) “Times 
preferred stock dividend requirement earned.” 

Earned 'per share. The amount earned per share of preferred stock 
is determined by the ratio “Net income/number of shares of pre- 
ferred stock outstanding.” For example, Goodyear Tire & Rubber 
Company, with net income of $15,204,270 and 610,854 shares of 
preferred stock outstanding, earned at the rate of $24.89 a share of 
preferred stock ($15,204,270/ 610,854). On the other hand, American 
Sugar Refining Company, with net income of $5,389,581 and 450,000 
shares of preferred stock outstanding, earned at the rate of $12 a 
share ($5,389,581/450,000). 

Times earned. The amount earned per share, however, does not 
indicate the adequacy or inadequacy of earnings available for the 
preferred stock dividend unless related to the dividend requirement. 
If, in the case of a stock which earns at the rate of $10 a share, the 
dividend requirement is $5 a share, the earnings are more adequate 
than if the dividend requirement were $7 a share. For this reason 
a better measurement of the adequacy of earnings is the “Times 
preferred stock dividend requirement earned.” The aimual pre- 
ferred stock dividend requirement is $5 a share for Goodyear Tire & 
Rubber Company and $7 a share for American Sugar Refining Com- 
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pany. The dividend requirement was earned 5.0 times on the for- 
mer’s preferred stock and 1.7 times on the latter’s. 

In view of the fact, however, that the fixed charges are a prior 
rlfliTTi against the earnings and are contmuous, the “ Times preferred 
stock dividend requirement earned” is usually computed on an 
over-all basis. Assume that a company with fixed charges of 11,000,- 
000 and 100,000 shares of f5 preferred stock outstanding has $2,000,- 
000 available for fixed charges in 1944. The balance available for the 
preferred stock dividend requirement after the payment of the fixed 
charges is $1,000,000, or at the rate of $10 a share. Since the pre- 
ferred stock dividend requirement is $5 a share, the dividend require- 
ment of $500,000 has been earned twice. Assume now that m 1945 
the amount available for fixed charges declines to $1,500,000. In 
this instance the balance available after the payment of the fixed 
charges for the preferred stock dividend requirement would equal the 
dividend requirement. 

This calculation of the number of times the preferred stock divi- 
dend requirement has been earned ignores the fact that (a) the 
amoimt available for the preferred stock dividend is the balance 
after the payment of fixed charges and (b) since the fixed charges 
remain relatively constant, changes in the amount available for 
fixed charges affect the balance available for the preferred dividend. 
On an over-aU basis, the preferred stock dividend requirement was 
earned 1.3 times in 1944 ($2,000,000/$!, 000, 000 + $500,000) and 
once in 1945 ($1,500,000/$1,000,000 + $500,000). The decline in 
the number of times the preferred stock dividend requirement was 
earned is not measured as from 2 to 1 but as from 1.3 to 1. In the 
instance of Goodyear Tire & Rubber Company, the net income 
of $15,204,270 was the balance after the payment of fixed charges of 
$3,102,799. On an over-all basis the preferred stock dividend re- 
quirement was earned 2.4 times ($18,307,069/$3,102,799 +. $3,054,- 
270). In general, the preferred stock dividend requirement should 
be earned, on an over-aU basis, at lea^t 2| times in an industrial 
company and If times in a public utility. 

Common stock. The balance of net income after provision for 
the preferred stock dividend requirement is available for distribution 
to the common stockholders. This balance and the amount actually 
paid the common stockholders is usually expressed in terms of a 
share of the common stock outstanding. 

Earned per share. The amount “Earned per share” is calculated 
as “ JTet income — preferred stock dividend requirement/number of 
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shares of common stock outstanding.” For example, Goodyear 
Tire & Rubber Company, with net income of $15,204,270 and a 
preferred stock dividend requirement of $3,054,270, earned at the 
rate of $5.90 a share on 2,058,677 shares of common stock ($15,204,- 
270 - $3,054,270/2,058,677). 

In calculating the amount “Earned per share,” however, allow- 
ance is made for the required dividend on any stock issues with a 
priority right as to dividends regardless of (a) whether such divi- 
dends were paid on the preferred stock and (b) whether any accumu- 
lations of unpaid preferred stock dividends exist, and (c) regardless 
of the payment of dividends on the preferred stock which are in 
excess of the annual dividend requirement and thus represent the 
reduction of accumulations of dividends in arrears. Assume a 
company has outstanding 1,000,000 shares of $5 cumulative pre- 
ferred stock and 5,000,000 shares of common stock. If it has net 
income of $5,000,000 and pays a $4 dividend on the preferred stock, 
there is $1 preferred stock dividend arrearage, and the rate of earn- 
ings on the common stock is not 20 cents a share but nil. There are 
no earnings available for the conimon stock until provision has 
been made for the full preferred stock dividend requirement. If, 
in -the next year, the net income is $10,000,000 and the company 
pays $6 dividend on the preferred stock, representing $1 arrearage 
and $5 regular dividend, the earnings per share of the common 
stock are at the rate of $1.00 per share ($10,000,000 — $5,000,000/ 
5 , 000 , 000 ). 

The “Earned per share” calculation is shown as a “Deficit per 
share” of common stock if earnings are insufficient to cover the 
dividend requirement on the preferred stock or if there are no senior 
stocks and instead of a net income there is a net loss. If, in the above 
illustration, the net income for the next year is $2,000,000, the earn- 
ings available for the common stock after provision for the preferred 
stock dividend requirement is a net loss of $3,000,000. The rate 
of net loss is 60 cents per share on the common stock. 

The significance of the calculation “earned per share” lies in its 
indication of the rate of earning power of the common stock. Chesa- 
peake & Ohio Railway, with net income of $27,340,995 in 1944 
and 7,657,854 shares of common stock outstanding, earned at the 
rate of $3.57 per share of common stock, compared to $4.04 in 
1943 and $4.25 in 1942. Hartford Electric Light Company, with 
837,510 shares of common stock and $2,359,864 of net income 
($2,624,612 — $264,748), earned at the rate of $2.81 a share in 1944, 
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compared to $2.84 in 1943 and $2.60 in 1942. National Dairy- 
Products Corporation, with net income of $13,238,288 in 1944 and 
6,255,247 shares of common outstanding, earned at the rate of $2.12 
a share, compared to $2.08 in 1943 and $1.95 in 1942. 

When comparing the earnings per share of a common stock over 
a period of years, it may be necessary in some instances to give 
recognition to changes in the number of shares outstandmg. For 
example. International Business Machines Corporation reported 
earnings at the rate of $8.40 a share m 1942, $8.85 in 1943, and 


1942 

1943 

1944 


Net Income 

Total Per Share 

$ 8 , 318,942 $8 40 

9 , 204,885 8 85 

9 , 711,356 8.90 


Dividend Number of Shares 
Cash Stock Outstanding 
$6 5 % 990,116 

6 5 1 , 039,546 

6 5 1 , 091,443 


$8.90 in 1944. The company followed the policy of paying the 
annual dmdend partly in cash at the rate of $6 -a share and partly 
in stock at the rate of 5 per cent a share. The payment of part of 
the dividend in stock resulted in an increase m the number of shares 
of stock outstanding from 990,116 in 1942 to 1,091,443 in 1944. 
The net income increased from $8,318,942 in 1942 to $9,711,356 
in 1944, but to express the increased earning power in terms of a 
share as an increase from $8.40 to $8.90 a share is to ignore the 
increased number of shares outstanding. The $8.40 reported in 1942 
was based upon 990,116 shares outstanding, whereas the $8.90 
reported in 1944 was based upon 1,091,443 shares. In order to 
measure more accurately the increase in earning power on a common 
basis, it is necessary to adjust the reported earnings per share iu 
1942 and in 1943 to the same basis as the 1944 computation, namely, 
1,091,443 shares outstandmg. Assuming, therefore, that there had 
been 1,091,443 shares outstanding in 1942 and in 1943, the re- 
ported net income of $8,318,942 in 1942 and of $9,204,885 in 1943 
would have been at the rate of $7.62 and $8.43, respectively. On 
this basis the earning power increased from $7.62 a share in 1942 
to $8.90 in 1944. 

Dividend. The amount of dividend paid on the common stock 
is discretionary -with the management, since no definite rate is pro- 
"vided for in, the certificate of incorporation. In some' instances, 
however, the cash dividend that may be paid on the common stock 
may be restricted by the terms of the indenture under which out- 
standing bonds have been issued. For example, the indenture 
under which the funded debt of National Dairy Products Corpora- 
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tion is outstanding provides in substance that cash dividends may 
be paid on the common stock only if after the pa3Tnent of the divi- 
dend (a) the balance of consolidated earned surplus exceeds $35,- 
000,000 and (b) consolidated tangible assets, after deducting con- 
solidated liabilities other than consolidated funded indebtedness, 
shall be equal to at least If times the consolidated funded debt. 
That the company met those requirements is evidenced by the 
following: 

Earned Surplus Net Tangible Assets/ 
after Dividend Funded Debt 


1942 .... $63,594,449 

1943 .... 50,558,498 

1944 . . . 57,196,015 


2.5 times 

27 

3.1 


The dividend paid is usually expressed in terms of a share of 
stock and may be calculated as “Total dividend paid/number of 
shares outstanding.” Chesapeake & Ohio Railway paid a total 
dividend of $26,800,739 on 7,657,354 shares of common stock in 
1944, or at the rate of $3.50 a share, compared to $3.50 in 1943 
and $3.50 in 1942. Hartford Electric Light Company in 1944 dis- 
tributed $2,303,320 as dividend on 837,510 shares, or at the rate of 
$2.75 a share, compared to $2.75 in 1943 and $2.75 in 1942. Na- 
tional Dairy Products Corporation with 6,255,247 shares outstand- 
ing in 1944 paid a dividend of $6,880,771, or at the rate of $1.10, 
compared to $1.00 in 1943 and $0.80 in 1942. 

Dividend /earned. The policy of the management with respect 
to the distribution of earnings may be gauged by an analysis of the 
relation between the dividend paid per share and the amount earned 
per share, or “Dividend per share/earned per share.” For example, 
Chesapeake & Ohio Railway in 1944 earned at the rate of $3.57 
^ share and paid a dividend of $3.50. It distributed 98.0 per cent 
of earnings in 1944, compared to 86.6 per cent in 1943 and 82.3 
per cent in 1942. Hartford Electric Light Company distributed 
$2.75 out of earnings of $2.81 a share in 1944, or 97.8 per cent of 
earnings, compared to 96.8 per cent in 1943 and 105.7 per cent in 
1942. National Dairy Products Corporation in 1944 earned at 
the rate of $2.12 a share and distributed $1.10, or 51.9 per cent 
of earnings, compared to 48.0 per cent in 1943 and 41.0 per cent in 
1942. 

Price /earned. The rate at which the securities market capitalizes 
the earnings of a company is indicated by the “Price/earnings” 
ratio, which is calculated as “Average market price per share of 
common stock/earned per share of common stock.” A stock which 
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has earned at the rate of $4 a share for the year and has sold at an 
average price of $80 a share during the year has sold at an average 
price of twenty times earnings. This indicates that the market 
has capitalized the earnings at the rate of 5 per cent. Chesapeake & 
Ohio Railway common stock earned at the rate of $3.57 in 1944 and 
sold at an average price of $47 for the year. On this basis the stock 
sold at an average of 13.1 times earnings, or at a rate of capitaliza- 
tion of 7.6 per cent. The rate of capitalization was 9.7 per cent in 
1943 and of 13.3 per cent in 1942. Hartford Electric Light Company, 
earning at the rate of $2.81 a share and selling at an average price 
of $52 in 1944, sold at 18.5 times earnings, or at a rate of capitaliza- 
tion of 5.4 per cent. The rate of capitalization was 6.3 per cent in 
1943 and 5.8 per cent in 1942. National Dairy Products Corporar 
tion, selling at an average price of $23 in 1944 and earning at the 
rate of $2.12, represented an average price of 10.9 times earnings, 
or a rate of capitalization of 9.1 per cent. The market capitalized 
the earnings of the company at the rate of 10.9 per cent in 1943 
and at 14.0 per cent in 1942. 

The rate at which the market capitalizes the earnings of a com- 
pany depends upon three factors: (a) the risk involved in the secur- 
ity, (b) the outlook for future earnings, and (c) the trend of interest 
rates. Obviously, the higher the degree of risk involved in the 
security, the higher is the rate of capitahzation; conversely, the 
lower the degree of risk, the lower is the rate of capitalization. By 
the same token, common stocks of companies with only slight 
possibilities of increasing profits tend to sell at high rates of capi- 
talization, while those with good prospects of increasing the earnings 
tend to sell at low rates. In like manner, the rate of capitalization 
is usually low in periods when a low rate of return prevails and high 
in periods characterized by a high rate of return. 

Review Questions 

1. Name three considerations involved in the analysis of the income statement. 

2. Indicate the objective in the analysis of operating revenue or net sales. 

3. Discuss the factors involved in the analysis of the sources of operating 
revenue in a railroad and a public utility company and of net sales in an industrial 
company. 

4 Explain the calculation and significance of railroad “traffic density.” 

5. Indicate the significance of railroad “revenue per ton-mile.” 

6. N^me and explain the classes of demand for electric current. 

7. Explain the calculatipn and significance of operating ratio and the limitations 
to the r^tio. 
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8. Discuss the relation of railroad transportation ratio and maintenance ratio 
to the operating ratio. 

9. Name the sources of non-operating income to a company, 

10. Discuss the purpose of analyzing non-operating income. 

11. Distinguish between recurring and non-recurring non-operating income. 

12. Explain the calculation and significance of the ratio Times fixed charges 
earned.'’ 

13. Indicate the relation between fixed charges and operating revenue or net 
sales. 

14. Explain the significance of the ratio ^^Net income/net worth” in the analysis 
of an industrial company. 

15. Discuss the relation between the ratio ^'Net income/net worth” and the 
ratio “Net income/total assets” in the analysis of an mdustrial company. 

16. Explain the calculation of the amount earned per share of preferred stock. 

17. Explam the calculation and significance of “Times preferred stock dividend 
requirement earned” on an over-all basis. 

18. Indicate the method of determining the amount earned per share of common 
stock. 

19. Explam the calculation of the dividend paid per share of conomon stock. 

20. Explam the significance of the relation of the amount of dividend paid to 
the amount earned per share of common stock, 

21. Discuss the significance of the “Price/earnings” ratio. 

22. Indicate the factors underlying the rate at which the market capitalizes 
the earnings on a common stock. 


Assignment 


(a) Compare the operating ratio, transportation ratio, and maintenance ratio 
of a railroad from the following data. 


This Year Last Year 


Operating Revenue . . ......... $979,773,0(X) 

Operating Expenses. 

Maintenance — Way & Structure 108,488;000 

Maintenance — Equipment 163,611,000 

Traffic 11,493,000 

Transportation 348,985,000 

Misc. & General - 30,934,000 


$875,354,000 

92.830.000 

152.518.000 

10.544.000 

302.181.000 

24.417.000 


Net Operating Revenue 316,262,000 292,864,000 

Taxes ' 180,405,000 129,147,000 


Railway Operating Income ' . . . . 135,857,000 163,717,000 

Hire of Equipment & Joint Rents — Dr. . . ... 8,311,000 16,798,000 

Net Railway Operating Income $127,546,000 $146,919,000 


(b) Analyze the operating ratio from the following data of a public utility com- 


pany: 


This Year Last Year 


Operating Revenue . . 
Operating Expenses . . 
Maintenance Expenses . 
Depreciation Expenses . 
Taxes 


$180,858,000 

72.864.000 

9,353,000 

22.906.000 
40,927,006 


$172,439,000 

66.789.000 

8,685,000 

20.778.000 
• 42,057,000 
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(c) Compute the number of times fixed charges were earned before and after 
taxes from the following data: 


Net Sales $760,491,000 

Available for Fixed Charges . 105,881,000 

Fixed Charges 8,406,000 

Provision for Federal Taxes 81,996,000 


(d) On the t>asis of the following data, compute the number of times interest 
charges were earned on each bond, the 4^s of 1960 being senior to the 3's of 
1965: 


Available for Fixed Charges $21,872,235 

Interest Charges: 

4’s, 1960 7,290,745 

3's, 1965 5,468,059 


(e) Determine for each year: (1) amount earned per share of preferred and of 
common stock; (2) times preferred stock dividend requirement earned; 
(3) cash dividend paid per share on the preferred stock and on the common 
stock, from the following data: 


Available for Fixed Charges . . 


This Year 
.... $9,731,046 

Last Year 
$15,162,918 

Fixed Charges 



.... $ 261,115 
.... $9,469,931 

$ 226,442 

Net Income 

..... 

$14,936,476 

Preferred Stock: 

No. of Shares 


.... 1,543,000 

1,543,000 

Par Value 


.... $20 

$20 

Dividend Rate 


.... 7 % 

7% 

Cash Dividend Paid . . . 


.... $2,160,200 

$5,786,250 

Common Stock: 

No. of Shares 


.... 3,004,362 

None 

3,004,362 

Par Value 


None 

Cash Dividend Paid . . . , 


.... $4,055,889 

$2,002,908 


(f) A company reported that the dividend requirement on the senior debenture 
stock was earned 7,7 times and on the junior preferred stock 19.4 times. 
In view of the following facts was this statement true? 


Net Income , , 
Debenture Stock: 
No. of Shares , 
Par Value . , 
Dividend Rate 
Preferred Stock: 
No. of Shares 
Par Value . 
Dividend Rate 


$50,190,827 

1,092,948 

$100 

6 % 

500,000 

None 

$4.50 


(g) On the basis of the following data, compute the amount earned per share 
of preferred and common stock: 


Net Income (deficit) 
Preferred Stock: 

No. of Shares . 
Par Value . . 
Dividend Rate . 
Common Stock: 

No, of Shares . 


$424,077 

47,864 

$100 

7% 

10,044,956 
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(h) Adjust the following reported earnings per share to reflect the effects of 
stock dividends: 


Net Income No of Shares 


Total 

Two years ago $9,092,692 
Last year . 9,431,013 

This year . . 9,844,633 


Per Share Outstanding 

$10 63 ■ 855,408 

10.50 898,178 

10.44 943,028 



CHAPTER TWENTY 


BANK STATEMENTS 


Introduction. Commercial banks are organized under federal or 
state charters and are known as national or state banks, respec- 
tively. National banks are subject to uniform supervision by 
national bank examiners; state banks are subject to varying methods 
of supervision by state authorities. Membership in the Federal 
Reserve System is mandatory for national banks but optional for 
state banks. 

Sources of earnings. Commercial banks obtain their earnings 
from many sources: interest on loans; income from investments; 
commissions, fees, and charges for bank services; trust department 
activities; and miscellaneous sources. Prior to 1929 more than half 
of the total assets of commercial banks were normally in loans, 
while investments accoimted for less than 25 per cent. In 1929 
interest on loans provided approximately 65 per cent of total gross 
earnings and income from investment's about 20 per cent. Since 
then, however, there has been a complete transition, resulting in 
loans representing only about 15 per cent of total assets and invest- 
ments rising to more than 55 per cent. This change in the distri- 
bution of assets is reflected in the changes in the relative importance . 
of those assets as a somce of earnings. In recent years, interest on 
loans has represented approximately 35 per cent of gross earnings 
while income on investments has provided about 45 per cent. 

THE CHASE NATIONAL BANK OP THE CITY OF NEW YORE 
Decbubeb 30, 1944 


Resources 

Cash and Due from Banks $ 900,689,411 

U- S. Government Obligations, direct and fully guaranteed 2,899,834,061 

State and Municipal Securities 108^,605,889 

Other Securities- . 135,574,897 

Loans, Discounts and Bankers' Acceptances 1,041,046,484 

, Accrued Interest Receivable , 11,470,848 
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Mortgages $ 6,566,440 

Customers’ Acceptance Liability 6,666,247 

Stock of Federal Eeserve Bank 7,050,000 

Banking Houses 34,941,797 

Other Real Estate 3,983,963 

Other Assets 3,583,919 


$5,160,003,956 


Liabilities 

Capital Funds: 

Capital Stock $111,000,000 

Surplus . 124,000,000 

Undivided Profits . . 49,800,386 


Dividends Payable February 1, 1945 
Reserve for Contingencies . . . 

Reserve for Taxes, Interest, etc. 


Deposits . . 

Acceptances Outstanding . . ' $11,563,912 

Less Amount in Portfolio 4,315,828 


Liability as Endorser on Acceptances and Foreign Bills 
Other Liabihties . ... 


$ 284,800,386 
5,180,000 
11,338,137 
11,240,828 
4,835,219,258 


7,248,084 

124,333 

4,852,930 

$5,160,003,956 


Liabilities. The accounts appearing on the liability side of the 
balance sheet of a commercial bank are capital funds, deposits, 
letters of credit and acceptances, federal funds borrowed, foreign 
funds borrowed, liability as endorser on acceptances and foreign 
bills, and miscellaneous accounts. 

Capital funds. Capital funds represent the investment of the 
stockholders and consist of capital stock, surplus, and undivided 
profits. For example. Chase National Bank reported : 


19U 1943 ■ 1949 

Capital Stock $111,000,000 $100,270,000 $100,270,000 

Surplus 124,000,000 134,730,000 100,270,000 

Undivided Profits 49,800,386 37,878,137 45,049,413 

Total Capital Funds $284,800,386 $272,878,137 $245,589,413 


Capital stock is the permanent investment and represents the stated 
value of the outstanding stock. The capital stock of Chase National 
Bank consisted of 7,400,000 shares which had a par value of $16 in 
1944 and of $13.55 in 1943. Surplus represents the paid-in surplus 
and earnings which have been allowed to remain in the bank on a 
relatively permanent basis as an additional factor of safety to deposi- 
tors. Undivided profits represents the surplus earnings available 
for the payment of dividends and for the absorption of unusual 
losses. 

Surplus and undivided profits are closely related. Profits first 
appear in the undivided profits account, which is regarded by the 
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stockholders as distributable as dividends. The management, how- 
ever, may wish to reduce the amount available for dividends and 
to increase the surplus, which is regarded as permanent capital. 
This is accomplished by a transfer from undivided profits to surplus. 
For example, in recent years Chase National Bank transferred 
134,460,000 from undivided profits to surplus, reducing undivided 
profits and increasing surplus to $134,730,000. Bankers Trust 
Company (New York) transferred $25,000,000 from xmdivided 
profits to the surplus account and transferred $7,000,000 from 
general reserve to undivided profits. Fidelity-Philadelphia Trust 
Company authorized the transfer of $2,000,000 from undivided 
profits to surplus account. National City Bank of New York added 
$12,500,000 to surplus by transferring $7,142,695 of net profits 
from the sale of securities, $2,357,305 from realized recoveries, 
and $3,000,000 from undivided profits. On the other hand, the 
management may transfer surplus to undivided profits in order to 
meet unusual losses. Investors in bank stocks are always mterested 
in the year-end adjustments of surplus, undivided profits, reserves 
and, in some instances, capital. Such developments are important 
in that they reflect the progress a bank is making both from an 
earnings standpoint and from a recovery viewpoint. 

Deposits. Deposits constitute the largest account on the liability 
side, averaging approximately 99 per cent of total liabilities (exclud- 
ing capital funds) for all commercial banks in recent years. In the 
instance of Chase National Bank, for example, deposits of $4,835,- 
219,258 in 1944, of $4,375,581,741 in 1943, and of $4,291,466,886 
in 1942 represented approximately 99 per cent of total liabilities 
in each year. Deposits consist of individual demand and time 
deposits, federal and municipal government deposits, and amounts 
due to banks and bankers. Demand deposits are payable on de- 
mand or after less than 30 days’ notice. They are usually subject to 
check and do not bear interest. Demand deposits average about 
75 per cent of total deposits. 

Time deposits, on the other hand, are not subject to check, are 
of the “savings” type, and usually carry interest. The Board 
of "Governors of the Federal Reserve System, tmder provisions of 
Regulation Q, has established a schedule of maximum rates of 
interest that may be paid on time deposits by member banks. Under 
federal law _ the rate payable by a national bank may not in any 
event exceed the maximum rate 4 )ayable by state banks or trust 
companies on like deposits under the laws of the state in which 
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the national bank is located. The schedule established by the 
Federal Reserve System has also been adopted by the Federal 
Deposit Insurance Corporation for insured non-member banks. 

Amounts due to banks and bankers represent balances of other 
banks maintained by them either for investment in the money 
market, for clearance and collection, as compensation for services 
rendered, or as depository for a portion of legal reserves.' The 
Irving Trust Company in a recent year, for example, had 42,400 
depositors with total deposits of $1,141,041,213. Approximately 
23 per cent of the total deposits were for the account of banks; 
63 per cent were for corporations; and 14 per cent were for individual 
depositors. 

Letter of credit. A letter of credit is an authorization permitting 
the creditor of the bank’s customer to draw a draft on the bank 
under certain conditions. For example, a New York bank may 
issue a letter of credit to a customer covering the importation of 
goods from Brazil under which the Brazilian exporter is authorized 
to draw a 90-day draft on the New York bank. The letter of credit 
is issued by the New York bank with the understanding that the 
New York importer will provide the funds for payment before the 
draft matures. The Brazilian exporter, at the same time, is assured 
of the acceptance and final payment of his draft. The New York 
bank creates a “banker’s acceptance” by accepting the draft. The 
acceptance of the draft by the New York bank results in the assump- 
tion by it of a liability for the customer, and the transaction is 
recorded"as a liability on the bank’s books. It is counterbalanced 
by an asset showing the equal liability of the customer to the bank.^ 
Sometimes the accepting bank may purchase its own acceptances 
before maturity. For example. Chase National Bank in 1944 had 
purchased $4,315,828 of its $11,563,912 of acceptances. 

• , 19U 194S 

Acceptances Outstanding $11,563,912 $8,697,050 

Less: Amount in Portfolio . 4,315,828 2,808,451 

Net * 7,248,084 $5,888,599 

A letter of credit may be sold by the bank for cash and, as a 
result, the bank becomes liable for the amount involved. It is quite 
siTnilar in effect to a certificate of deposit and is considered as an 
ordinary liability.^ 

1 An excess of the liability item over the asset item indicates that customers have 
anticipated payment and have liquidated the liability. 

^ A person wishing to make a deposit to facilitate a remittance by mail but not wishing 
to open an account may purchase a certificate of deposit. 
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Federal funds. Federal funds purchased represent sight claims 
on the Eeserve banks or the United States Treasury purchased 
by the member bank when its legal reserve with the Federal Reserve 
bank is deficient. For instance, Guaranty Trust Company reported 
Federal funds purchased as $21,750,000 in 1944 and $26,700,000 
in 1943. The member bank with the deficient reserve exchanges 
its own cashier’s check for a check drawn on the Federal Reserve 
bank by another member bank having excess reserve. The borrow- 
ing bank increases its reserve balance at the Federal Reserve bank 
by depositing the check of the lending bank. In practice, the borrow- 
ing of Federal funds may be effected by the lending bank instructing 
the Federal Reserve bank to debit its account for the amount of 
the loan and crediting the account of the borrowing bank. 

Endorsed acceptances. When a bank sells acceptances with an 
endorsement, it creates a contingent hability which is recorded 
as a liability offsetting the sold acceptance, which appears as an 
asset. For instance. Chase National Bank reported “Liability 
as Endorser on Acceptances and Foreign Bills” as $124,333 in 1944 
and as $561,412 in 1943. At the maturity of the acceptances or 
bills, however, both the contingent asset and the contingent liability 
disappear from the balance sheet. 

Miscellaneous liabilities. The miscellaneous liabilities include 
dividends payable, items in transit, accounts payable, and reserves. 
Chase National Bank reported: 

19U 1943 

Dividends Payable . . $ 6,180,000 % $5,180,000 

Other Liabilities 4,852,930 7,565,170 

Reserve for Contingencies 11,338,137 6,455,399 

Reserve for Taxes, Interest, etc 11,240,828 5,863,505 

Banks establish reserves for losses, for taxes, for interest, and for 
various contingencies. Reserve for losses is a genuine liability 
reflecting the best judgment of the management on specific assets. 
Though it may appear as a habihty, usually it is deducted directly 
from the asset affected, which is shown net. Reserve for taxes and 
interest represents taxes and interest not yet due but accrued to 
date of the balance sheet. Reserve for contingencies seeks to reheve 
imdivided profits of any special losses that may be incurred. This 
reserve usually is established out of non-recurring income, such 
as profits from the sale or redemption of bonds. For example, 
securities profits were carried to reserves by Bank of Manhattan 
Company and by Manufacturers Trust Company in 1943. The 
Guaranty Trust Company in 1943 had a “General Contingency 
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Reserve” of $34,022,980. During 1944 it increased the reserve by 
$2,849,823, of which $1,000,000 was transferred from earnings and 
$1,849,823 represented recoveries on bad debts and released re- 
serves. The balance at the end of 1944 of $33,520,903 reflected the 
transfer of $3,351,900 to various allocated reserves. 

Assets. The asset side of the balance sheet indicates the forms 
of employment in which the bank has placed its funds. The assets 
consist of cash, securities, loans, and discounts, real estate bonds 
and mortgages, real estate, and miscellaneous assets. 

Cash. Cash includes cash on hand, cash in the Federal Reserve 
bank, and cash due from banks and bankers. Cash in the Federal 
Reserve bank refers to the aggregate of the reserve which the bank 
is required to maintain with the Federal Reserve "bank of its district 
and any balance in excess of the reserve requirement. The minimum 
amount of reserve is determined by the classification of the bank 
as a central reserve city, reserve city, or country bank, and the 
character of deposits as net demand or as time deposits. Net demand 
deposits subject to the reserve requirement consist of demand 
deposits other than war loan deposits, less cash items in process of 
collection and demand balances due from domestic banks. The 
miriimimi amount of reserve is‘ determined by the Federal Reserve 
Board and has been changed by the Board from time to time. Cash 
due from banks and bankers represents balances with other banks 
maintained to facilitate collection of notes and checks or the drawing 
of drafts, or for investment in call loans. Chase National Bank 
reported “cash and due from banks” of $900,689,411 in 1944 and 
$1,050,012,133 in 1943. 

Security investments. Security investments include United States 
Government obUgations, state and municipal bonds, bonds and 
notes of railroad and public utility companies, and stock in the 
Federal Reserve bank. United States Government obligations are 
shown at amortized cost and other investments at book or market, 
whichever is lower.® Chase National Bank, for example, reported: 

19U 194S 

U. S. Government Obligations, direct and fully 

guaranteed .... ... ..... $2,899,834,061 $2,603,171,662 

State and Municipal Securities , . . ... 108,605,889 74,385,804 

Other Securities 135,574,897 89,737,516 

Stock of Federal Reserve Bank . . ... 7,050,000 7,050,000 

The Chase National Bank’s investment in United States Govern- 
ment obligations included both short and long-term securities. 

® Convention values may be used for all except stocks and defaulted obligations. 



392 


INVESTMENT ANALYSIS 


The investment in state and municipM securities enabled the bank 
to diversify its investments. The item of “Other Securities” of 
$135,574,897 consisted of the following: 


Federal Home Loan Bank debentures ' $ 4,648,410 

Federal Intermediate Credit Bank debentures 1,244,596 

Municipal revenue bonds 12,030,502 

Railroad bonds (eqmpment trusts) .... 50,323,369 

Public utility bonds . . 200,067 

Industrial and miscellaneous bonds . 19,572,347 

Foreign securities .... 38,764,162 

Stocks (for bank purposes) 8,109,538 

Stock (others) . . ^ 681,906 


Federal Reserve hank stock. All banks entering the Federal Reserve 
System are required to subscribe to the capital stock of the Federal 
Reserve bank of the district. The required subscription is 6 per cent 
of the member bank’s capital and surplus, of which one half is paid at 
once and the balance is subject to call by the directors of the Federal 
Reserve bank. The member bank is entitled to a cumulative divi- 
dend of 6 per cent on its paid subscription. The subscription to the 
stock must be increased or decreased with changes in capital and 
surplus. For example, Chase National Bank in 1942 had a paid-in 
subscription of $6,016,200 based upon capital and surplus of $200,- 
540,000. This subscription was increased to $7,050,000 in 1944 as 
a result of the increase in capital and surplus of the bank to $235,- 
000,000. 

Loans and discounts. Loans and discounts refers to loans made to 
customers for a relatively short period, usually maturing in less than 
one year. These loans and discounts consist of single-name and 
two-name paper,, collateral loans, and loans on real estate. Smgle- 
name paper is a promissory note signed by the borrower and is 
based on his personal credit. It nday be unsecured or secured by 
collateral. Two-name paper represents notes or drafts received 
by the borrower from his customers and discounted by the bank. 
Such paper may be secured by evidence of title to merchandise, such 
as a warehouse receipt. Most of the collateral loans arise out of the 
financing of security transactions. Loans and discounts are shown 
after deduction of allocated reserves to cover estimated probable 
losses. Loans on real estate represent loans secured by liens on 
improved, property made m accordance vidth the law limiting such 
loans. Chase National Bank, for instance, reported “Loans, Dis- 
counts and Bankers’ Acceptances” of $1,041,046,484 in 1944 and of 
$791,979,925 in 1943. An important loan classification which has 
developed in the last decade is the term loan, which is repayable 
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in installments over a period of five years or less and, in some in- 
stances, ten years. Term loans have be'en made for such purposes as 
the purchase of equipment or other capital assets or for the retire- 
ment of bonds and preferred stocks. 

Loans and discomits as a source of earnings are influenced in 
large part by the type of loan the bank makes. Among New York 
City banks, for example, Chemical National Bank is known to be 
particularly active in the South, where interest rates are usually 
relatively high. Pubhc National Bank is very strong in the textile 
and garment trade. Manufacturers Trust Company, because of its 
many branches and its pohcy of starting to know its customers 
early, has a very large number of small and medium-size, but high 
interest-bearing loans. First National Bank, on the other hand, 
with its single office and its contacts largely with great corporations, 
is primarily a wholesaler of money at low interest rates. 

Mortgage loans. National banks are permitted to make mortgage 
loans not to exceed, in the aggregate, the total of unimpaired capital 
and surplus or 60 per cent of their time and savings deposits, which- 
ever is greater. These mortgages usually arise from building con- 
struction loans and are of short duration. They consist of first 
mortgages fully insured as to principal and interest by the Federal 
Housing Administration or first mortgages not exceeding 60 per 
cent of the appraised value of the property. Banks also acquire 
real estate mortgages when given in good faith to protect debts 
previously contracted on an unsecured or otherwise secured basis. 
Chase National Bank, for example, reported mortgages of $6,566,440 
in 1944 and $7,371,147 in 1943. 

Real estate. Real estate holdings of a bank are restricted to bank 
buildings and real estate acquired in foreclosure of mortgages or 
loans. Chase National Bank reported: 

Banking Hoxises . . $34,941,797 $35,740,420 

Other Real Estate 3,983,963 4,990,628 

$38,925,760 $40,731,058 

Miscellaneous assets. The miscellaneous assets reported by a 
bank include credits granted on acceptance and accrued interest and 
accounts receivable. A credit granted on acceptance arises when the 
bank accepts on behalf of a customer a time draft drawn on the bank. 
The customer’s hability to reimburse the bank at maturity of the 
draft is the bank’s asset. Accrued interest receivable represents 
interest accrued but not yet due on securities and loans in good 
standing. Chase National Bank reported: 
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19U 1943 

Customers’ Acceptance Liability . ’ S 6,656,247 $ 4,535,148 

Accrued Interest Receivable .... 11,470,848 9,114,029 

Other Assets 3,583,919 1,885,543 

$21,711,014 . $15,534,720 

Anal ysis of deposits. Analysis of the deposits is one criterion of 
a bank’s success. Deposits may be classed as primary or secondary. 
A primary deposit refers to the deposit of cash, checks, or similar 
items by the depositor. A secondary deposit represents the proceeds 
of a loan or a discount which is credited to the borrower’s deposit 
account. If a customer borrows $1,500,000 for 90 days at 5 per cent 
and leaves the proceeds with the bank as a demand deposit, the 
asset account “Loans and Discounts” is increased by $1,500,000. 
The Mability account “Deposits” is also increased, but the extent 
of the increase depends upon whether the $1,500,000 borrowed 
was in the form of a loan or a discount. If in the form of a loan, 
the borrower receives $1,500,000 and at the end of 90 days will 
repay $1,518,750 ($1,500,000 principal and $18,750 interest). At 
the time of the loan, demand deposits of the bank are increased by 
$1,500,000. If, on the other hand, the transaction is in the form of a 
discount, the borrower receives $1,481,250 ($1,500,000 less $18,750 
discount) and at the end of 90 days will repay $1,500,000. At the 
time of the discount, demand deposits of the bank are increased by 
$1,481,250 and unearned discount by $18,750. 

Analysis of deposits involves consideration of the growth in 
deposits, the relation o.f deposits to capital fimds, and the manner in 
which deposits have been employed. 

Growth in deposits. The increase in the deposits of Chase National 
Bank is evidenced by the following: 



Deposits 

Percentage Change 

1938 . . 

. . $2,234,332,982 

+ 7.9 

1939 . . 

. . 2,803,730,326 

+ 25 4 

1940 . 

. 3,643,337,564 

+ 26 4 

1941 . . 

. 3,534,966,617 

- 02 

1942 . . 

. . 4,291,466,886 

+ 21.4 

1943 . 

. . 4,375,581,741 

+ 19 

1944 

4,835,219,258 

+ 10 5 


The general increase in deposits of the commercial banks of the 
country' in recent years was a reflection of the abnormally high level 
of industrial production and employment arising out of govern- 
mental wartime expenditures. The increase in deposits was.im- 
evenly distributed, tending to expand most in areas where war 
'activities were greatest. The large amount of funds raised in New 
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York City through subscriptions to the War Loans was tempo- 
rarily deposited in New York City banks and then withdrawn by 
the federal government as it was required to make payments for 
•goods and services throughout the country. 

Deposits /capital funds. The relation of deposits to capital funds 
is important to the depositor as a margin of safety and to the stock- 
holder as a source of diAudends. Many states have sought to protect 
the position of the depositor by limiting the deposits that a bank 
may accept to a definite ratio to capital funds. The generally 
accepted standard has been a maximum of ten times capital funds. 
The reasoning underlying such limitation is that inasmuch as de- 
posits are almost entirely invested in loans and securities, a loss 
of over 10 per cent in those earnings assets, when deposits are ten 
times capital funds, would wipe out the margin of protection to 
the depositors. .A^ssume the following: 


Loans & Discounts . . $400,000,000 Capital Funds $ 50,000,000 

Investments . . 100,000,000 Deposits 500,000,000 

Other Assets . . 60,000,000 Other Liabihties . . . 10,000,000 

$560,000,000 $560,000,000 


In this instance, deposits are ten times capital funds and aggregate 
loans and discounts and investments equal deposits. If the loans and 
discounts and investments declined 10 per cent ($50,000,000), the 
TTiargin of safety represented by the stockholders’ equity (capital 
funds) would be completely eliminated: 


Loans & Discounts . . . $360,000,000 Capital Funds nil 

Investments , . 90,000,000 Deposits ....... $500,000,000 

Other Assets 60,000,000 Other Liabihties .... 10,000,000 


$510,000,000 $510,000,000 


The relation of deposits to capital funds is important also to 
the stockholder. Deposits represent the loanable funds available 
for loans and discounts and for investments upon which the bank 
earns income. If deposits are much less than ten times capital 
funds, the ability of the bank to report satisfactory earnings may be 
reduced. The relation of deposits to capital funds in a bank balance 
sheet is comparable to the “Total debt/net worth” ratio used in 
industrial balance sheet analysis. In the analysis of a bank balance 
sheet, however, deposits are used to the exclusion of other liabilities 
as representing total debt because of the overwhelming importance 
of deposits. 

During the period 1923-1929 bank capital expanded rapidly ^ a 
result^ in large part, of the accumulation of undistributed earnings 
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and the sale of new stock issues. Practically all of this growth was 
eliminated by the heavy losses during the depression of the 1930’s. 
In fact, many banks found it necessary to strengthen their capital 
structures by the sale of stock to the Reconstruction Finance Cor- 
poration. Thereafter there was a steady growth in bank capital 
funds. Most of this growth after 1934 was caused by the retention 
of undistributed profits rather than by the sale of stock. In general 
the sale of stock was restricted by the losses incurred by the banks 
and by the small dividends distributed. 

In spite of the accelerated rise in capital funds, the ratio of de- 
posits to capital funds also rose. The growth in deposits was con- 
siderably more rapid than the growth in capital funds. The 
ratio of deposits to capital funds for banks in general rose from 
8.9 times at the end of 1939 to 15.8 times in 1944. The rise in de- 
posits in recent years resulted in many large banks having less than 
ten cents of capital funds protecting a doUar of deposits. Chase 
National Bank, for example, reported deposits of $4,835,219,258 
and capital funds of $284,800,386 in 1944, a ratio of deposits 16.9 
times capital funds. This compared with a ratio of 16.0 times in 
1943 and 17.4 times in 1942. The ratio of 17.4 in 1942 led the bank 
. to transfer $34,460,000 from undivided profits to surplus during 
1943 and to increase the capital stock in 1944 (a) by increasing the 
par value of the stock from $13.55 to $15 a share and (b) by trans- 
ferrmg $10,730,000 from surplus to capital stock. Though this 
adjustment did not increase the total capital funds, it did increase 
the permanent capital at the expense of the undivided profits. The 
$34,460,000 transferred from undivided profits to surplus in 1943 
reduced the undivided profits available for dividends and at the 
same time increased the more permanent capital funds in the form 
of surplus. The transfer of $10,730,000 from smplus to capital 
’ stock in 1944 made those funds still more permanent: 


I94B 1943 1944 

Capital $100,270,000 $100,270,000 $111,000,000 

Surplus 100,270,000 134,730,000 124,000,000 

■Undivided Profits . . . 45,050,000 37,878,000 49,800,000 

$245,590,000 $272,878,000 $284,800,000 


The Bankers Trust Company with deposits of $1,594,694,072 and • 
capital funds of $125,366,747 in 1943 had a. ratio of 12.7 times. 

To adjust capital funds to the rise in deposits to $1,726,073,557 
in 1944, the bank increased the capital stock from $25,000,000 
to $30,000,000 by transferring $5,000,000 from the general reserve 
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to the capital account and declaring a stock dividend of $5,000,000. 
At the same time it transferred $5,000,000 from undivided profits 
to surplus. As a result, the total capital funds amounted to $137,- 
344,871, compared to $125,366,747 in 1943. The ratio of deposits 
to capital funds was held to 12.5 times. 

im 1944 

Capital $ 25,000,000 S 30,000,000 

Surplus 76,000,000 80,000,000 

Univided Profits 25,366,747 27,344,871 

$125,366,747 $137,344,871 

The Guaranty Trust Company, on the other hand, in 1943 re- 
ported deposits of $2,903,794,036 and capital funds of $291,391,854, 
or 9.9 times, compared to 9.6 times in 1942. The rise in deposits 
to $3,441,036,641 in 1944 increased the ratio to 11.3 times. The 
Guaranty Trust Company, the Irving Trust Company, and the 
First National Bank of New York have been notable for their strong 
capital funds position. 


Dbposits/Capital Ftotds 



Gitaranty 

Irving 

First National 

1940 

.... 8.7 

7.5 

7.8 

1941 

.... 8.1 ' 

76 

7.2 

1942 

.... 9.6 

88 

7.2 

1943 

.... 9.9 

91 

7.5 

1944 

.... 11.3 

10.5 

7.6 


Earning assets /deposits. Inasmuch as the deposits are employed 
primarily in earning assets (loans and discounts and investments), 
analysis of the distribution of the deposits among the earning assets 
is important. Normally banks employ deposits chiefly in loans 
and discoimts, since that form of employment is usually the more 
profitable. In recent years, however, this normal distribution has 
been reversed because of the peculiar conditions with which the 
banks have been faced. Chase National Bank in 1944 reported 
loans and discounts of $1,041,046,484, or 21.5 per cent of deposits, 
compared to investments of $3,144,014,847, or 65 per cent. The 
1944 report simply accentuated a trend in effect for the bank in 
recent years as evidenced by the following percentages to deposits: 



Loans & Discounts 

Investments 

1940 

18.7% 

39.6% 

1941 

..... 22.7 

47.6 

1942 

18.3 

60.1 

1943 

18.1 

63.2 

1944 

21.5 

65.0 
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The investor also is interested in the character of the bank’s 
security investments especially from the standpoint of maturity. 
Investments of near-maturity provide a high degree of hquidity 
but a relatively low return, whereas long-term investments are 
usually less liquid but more productive of income. The Chase 
National Bank’s investment in United States government obhga- 
tions, direct and guaranteed, in 1944 was largely short-term. The 
average maturity on the basis of the nearest call dates was two 
years and two months in 1944, compared to one year and ten months 
in 1943 ; and to final maturity, two years and ten months, compared 
to three years in 1943. Approximately 40 per cent of those securities 
in 1944 and 61 per cent in 1943 would mature or be callable within 
one year. The average maturity of the portfoho of the National 
City Bank of New York was four years and three months in 1944, 
compared to four years in 1943. 

Another factor of importance to the investor is the relation of 
cash to deposits. Chase National Bank in 1944 reported cash of 
$900,689,411, or 18.6 per cent of deposits, compared to 23.9 per 
cent in 1943 and 26.4 per cent in 1942. The decreased percentage 
of cash to deposits was reflected primarily in the increased percentage 
of investments to deposits. 

Book value. The book value of a share of common stock is more 
significant in bank stock analysis than in other fields primarily 
because of the high proportion of liquid assets represented in the 
balance sheet. The book value per share is calculated by dividing 
the capital funds or stockholders’ equity by the number of shares 
of common stock outstanding. For example. Chase National Bank 
in 1944 reported capital fimds of $284,800,386, or $38.49 per share 
of stock, for the 7,400,000 shares outstanding. This compared with 
$36.88 in 1943 and, $33.19 in 1942. Guaranty Trust Company, 
on the other hand, .reported $302,222,571 capital fxmds which, on 
the basis of 900,000 shares, represented $335.80 book value per 
share, compared to $323.77 in 1943 and $313.94 in 1942. 

Earned per share. All banks are required to submit to the super- 
vising authorities detailed balance sheets and income statements, 
but the report to the stockholders has not always been so complete. 
The report to the stockholders always contains the balance sheet, 
but it is not always supplemented by income and expense items. 
In recent years, however, many banks have adopted the policy 
of including an income statement. 'Though the earnings may be 
determined from analysis of the balance sheet, in instances where 
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income statement figures are also given, they should be used as a 
check against the balance sheet calculation. 

Calculation. The earnings of a bank may be judged from a balance 
sheet if consideration is given to changes in capital, surplus, and 
imdivided profits in successive balance sheets. The earnings of 
Chase National Bank may be estimated from the following balance 


sheet items: 

1944 i^4^ Change 

Capital Stock $111,000,000 $100,270,000 + $10,730,000 

Surplus 124,000,000 134,730,000 - 10,730,000 

Undivided Profits 49,800,386 37,878,137 -f 11,922,249 

+ 11,922,249 

Dividends Paid 1944 ... . 10,360,000 

Total Earnings $22,282,249 


The earnings as determined from the balance sheet may be checked 
against the income statement. The bank reported the following 


income statement : 

Current Operating Earnings: 

Interest on Loans 

Interest and Dividends on Securities . . ... 

Fiduciary Fees, Commissions, etc. . ... 

Total 

Current Operating Expenses* 

Salaries .... . . 

Provision for Taxes and Assessments . . . . 

Other Current Operating Expenses 

Total 

Net Current Operating Earnings 

Net Profit on Securities 

Net Earnings 

The change iu surplus and undivided profits 

Balance beginning of year .... 

Net Earnings for the year 

Total 

Credit: transfer from reserve for contingencies . . . 


Debit: 

Dividends declared 

Transfer from Surplus to Capital . . 

Balance end of year . . . . 


19U 

1943 

$15,972,000 

31,168,000 

8,060,000 

$15,653,000 

26,067,000 

7,226,000 

$55,200,000 

$48,946,000 

$15,587,000 

10,612,000 

10,225,000 

$14,476,000 

7.826.000 

9.398.000 

$36,424,000 

$31,700,000 

118,776,000 

3,506,000 

$17,246,000 

7,402,000 

$22,282,000 

$24,648,000 

are as follows: 

$172,608,000 

22,282,000 

$145,320,000 

24,648,000 

$194,890,000 

$169,968,000 

13,000,000 

$194,890,000 

$182,968,000 

$ 10,360,000 
10,730,000 

$ 10,360,000 

$ 21,090,000 

$ 10,360,000 

$173,800,000 

$172,608,000 


Inasmuch as the earniugs are computed, howevCT, in terms of a 
share of stock, the earniugs as calculated from the balance sheet 
($22,282,249) and as reported by the income statement ($22,282,- 
000) were at the rate of $3.01 a share ($22,282,249/7,400,000). 
This compared with $3.33 in 1943 and $2.03 in 1942. 
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Sources of earnings. Analysis of the sources of earnings in terms 
of a share revealed that of the $3.01 earned in 1944, $2.54 was from 
net current operating earnings ($18,776,000/7,400,000) and $0.47 
was from net profit on securities ($3,506,000/7,400,000), compared 
to $2.33 and $1.00, respectively, in 1943. 

The advantage of determining the sources of earnings from the 
income statement as a check against the earnings as determined 
from the balance sheet was shown in the 1943 report of Chase 
National Bank. Calculation of the earnings in 1943 from the balance 
sheets revealed earnings of $37,648,724 at the rate of $5.09 a share. 


1942 194s Change 

Capital Stock $100,270,000 $100,270,000 

Surplus 100,270,000 134,730,000 + $34,460,000 

Undivided Profits 45,049,413 37,878,137 - 7,171,276 

+ $27,288,724 

Dividends paid 1943 10,360,000 

Total Earnings . , $37,648,724 


Reference to the income statement, however, revealed that current 
operating earnings of $17,246,000 yielded $2.33 a share and net 
profit on securities of $7,402,000 provided $1.00 a share. The 
balance of $1.76 a share represented a transfer of $13,000,000 from 
the reserve for contingencies to surplus and undivided profits. 
The actual amount earned per share was $3.33 rather than $5.09. 
The comparison of earnings in 1944 and 1943 was $3.01 and $3.33, 


respectively, derived as follows: 

1944 i94S 

Current Operating Earnings $2.54 $2.33 

Net Profit on Securities 0.47 1.00 

Total Net Earnings $3.01 $3.33 


Analysis of the current operating earnings of Chase National 
Bank in 1944 indicated that interest and dividends on securities 
provided 56.5 per cent of the total in 1944, compared to 53.4 per 
cent in 1943. The rise in importance of security investments as a 
source of income for banks in general was indicated by the fact that 
such income provided 43.9 per cent of total current operating earn- 
ings for all comi^ercial banks insured by the Federal Deposit Insur- 
ance Corporation in 1943, compared to 29.4 per cent in 1941. The 
increase of $5,101,000 or 19.5 per cent in interest and dividends on 
securities in the instance of Chase National Bank was due to two fac- 
tors: (a) the increase in investments from $2,767,294,982 to $3,144,- 
014,847 and (b) the increase in' the average rate of interest earned 
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on United States Government obligations from 0.86 per cent to 
1.06 per cent. 

It should be noted that banks differ in the composition of their 
earnings. Chemical Bank & Trust Company in 1944 had about one 
third as much invested in “Other Securities” as m government 
bonds, whereas Central Hanover Bank & Trust Company had only 
one twentieth as much invested in “Other Securities” as in govern- 
ment bonds. Some banks also appear to secure a considerably 
higher rate of return on their investments than others. The differ- 
ence lies fimdamentally in the policy of the particular bank in 
selecting maturities. For example, 60 per cent of Chase National 
Bank’s investments in 1944 matured in less than one year and 
yielded approximately 0.88 per cent, whereas Corn Exchange 
Bank & Trust Company had almost 70 per cent of its funds in 
issues matxiring between five and ten years and yielding up to 2f 
per cent on the longer maturities. Under the circumstances it 
would have been easier for Chase National Bank to increase its 
income through the purchase of longer-term maturities than it 
would have been for Corn Exchange Bank & Trust Company. 

In the instance of Chase National Bank, interest on loans pro- 
vided 29.0 per cent of the total current operating earnings in 1944, 
compared to 32.1 per cent in 1943. Loans, discounts, and bankers’ 
acceptances rose from $791,979,925 in 1943 to $1,041,046,484 in 
1944. The over-all rate of return on combined investments and 
loans increased, however, from an average of 1.18 per cent in 1943 
to 1.26 per cent in 1944. The decrease in the importance of loans 
and discounts as a source of earnings was evidenced by the fact 
that such income declined from 49.0 per cent of total current operat- 
ing earnings for all commercial banks insured by the Federal Deposit 
Insurance Corporation in 1941 to 36.0 per cent in 1943. 

Net current operating earnings. A good measure of a bank’s 
earning performance is its net current operating earnings. This 
figure represents net income (a) exclusive of all recoveries on assets 
previously charged off and all security profits and (b) before trans- 
fers to reserves. The earning power of a bank may be measured by 
two ratios: “Net current operating earnings/deposits and capital 
funds” and “Net current operating earnings/ capital funds.” Since 
the deposits and capital funds indicate the total workdng funds, the 
former ratio reflects the earning ability of the bank. The net current 
operating earnings of Chase National Bank, for example, represented 
0.36 per cent return on deposits and capital funds in 1944 ($18,776,- 
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000/$5, 120,019,644), compared to 0.37 per cent in 1043. The latter 
ratio, on the other hand, indicates the return on the stockholders' 
investment. The net current operating earnings of Chase National 
Bank represented 6.6 per cent return on capital funds in 1944 ($18,- 
776,000/$284,800,386) as against 6.3 per cent in 1943. 

Market value. The market value of a share of bank stock should 
be related to the book value, the earnings, and the dividend. The 
market value should not exceed Ij times the book value. The 
market value of Chase National Bank stock has approximated 

CHASE NATIONAL BANK STOCK 



Market 

Value 

Book 

Value 

Market/ 

Book 

Earned 

Market/ 

Earned 

Dividend 

YteU 

1940 

. . $31 

$31 99 

09 

$1.83 

17 

$1.40 

45 

1941 

29 

32 55 

09 

1.96 

16 

140 

48 

1942 . 

24 

33.19 

0.7 

2 03 

12 

140 

5.8 

1943 . 

33 

36.88 

09 

3 33 

10 

1.40 

42 

1944 

. 41 

38.49 

1.0 

3.01 

13 

140 

34 


the book value. The market value should not exceed 15 times 
earnings. The price-earnings ratio has not exceeded this standard 
since 1940. The dividend should provide a yield of at least 4 per 
cent. The stock met this requirement each year except 1944, when 
it yielded less than 4 per cent. 

, Review Questions 

1. Name the two classes of commercial banks. 

2. Discuss the sources of bank earnings. 

3. Indicate the content and significance of capital funds. 

4. Distinguish between paid-in surplus, earned surplus, and undivided profits. 

6. Discuss the relationship between surplus and undivided profits. 

6. Distinguish between demand and time deposits. 

7. Explain why one bank maintains a deposit with another bank. 

8. Indicate the asset and the liability created by a letter of credit and an accept- 
ance. 

9. What is meant by federal funds? 

10. Indicate the asset and liability arising out of a bank’s endorsement on accept- 
ances and foreign bills. 

11. Discuss bank policy with respect to reserves. 

12. Explain the significance of the asset side of a bank balance sheet. 

13. Name three classes into which the cash of a bank may be divided. 

14. Describe the nature of a bank’s security investments. 

16. Discuss the significance of a bank’s loans and discounts. 

16. What is meant by a *^term^” loan? 

,17. Name the consideration involved in the analysis of deposits. 
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18. Discuss the significance of an analysis of the growth of deposits. 

19. Discuss the significance to the depositor and to th^ stockholder of the ratio 
of deposits to capital funds. 

20. Indicate the significance of an analysis of the distribution of the deposits 
among the earning assets 

21. Discuss the significance of the relation of cash to deposits. 

22. Indicate the relation of book value to market value per share. 

23. Explain the calculation of earnings per share from the balance sheet and 
, the income statement. 

24. Discuss the significance of an analysis of the sources of earnings. 

25. Explain the significance of the ratios. ^‘Net current operating earnings/ 
deposits and capital funds’^ and Net current operating earmngs/capital funds.''^ 

26. Discuss the significance of the relation of market price to earmngs. 

27. Comment on the yield on bank stocks. 


Assignment 

(a) Compute the required subscription of a member bank to the stock of the 
Federal Reserve bank on the basis of the foEowing data: 


Deposits . $4,205,072,012 

Capital . 77,500,000 

Surplus . 122,500,000 

Undivided Profits ... . 28,610,465 

(b) Compute the book value per share on the basis of the following data: 

Capital Stock . . . $30,000,000 Surplus . . ... $ 80,000,000 

Undivided Profits .... $28,344,871 Deposits . .... $1,726,073,557 


Par Value of Stock ... $100 

(c) On the basis of the following data, compute the growth in deposits, the 
ratio of deposits to capital funds, the amount earned per share this year and 
last year, the ratio of net current operating earmngs to deposits and capital 
funds, the ratio of net current operating earnings to capital funds, the price- 
earnings ratio, and the dividend yield: 


Deposits ... 

Capital Stock 

Surplus & Undivided Profits 

Dividends Paid 

Par Value of Stock 

Net Current Operating Earnings . . . 

Market Price of Stock 


This Year 
$964,148,000 
50,000,000 
56,429,000 
3,000,000 

$10 

5,022,000 

$13 


Last Year 
$928,494,000 
50,000,000 
54,907,000 
3,000,000 


Previous Year 
$795,277,000 
50,000,000 
54,194,000 
3,000,000 


$10 $10 

4,213,000 3,501,000 

$10 $10i 
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FIRE INSURANCE COMPANY STATEMENTS 


Introduction. The operations of a fire insurance company include 
the underwriting of insurance risks and the investment of reserve 
funds. Fire insurance in force in the United States in 1944 was 
estimated at $90,000,000,000. The public need for protection in 
fire insurance and allied lines has brought about the formation of 
groups or “fleets” of fire and casualty companies. Fire insurance 
companies have established casualty insurance subsidiaries and 
many casualty companies have organized fire insurance subsidiaries 
to carry fire, inland marine, and other fire fines. Two thirds of 
the groups include casualty companies, and in some of those mixed 
groups the casualty companies are larger than the fire companies. 

Types of insurance. Fire insurance companies underwrite a 
wide diversity of risks such as fire, motor vehicle, inland naviga- 
tion and transportation, ocean marine, extended coverage, tornado, 
windstorm, cyclone, hail, sprinkler leakage, riot, civil commotion, 
explosion, earthquake, and aircraft. Fire insurance risks represent 
more than 50 per cent of the total risks underwritten. The net 
premiums written by Hartford Fire Insurance Company, for ex- 
ample, include fire, extended coverage, ocean marine, motor vehi- 
cles, earthquakes, riot, aircraft, rail, and flood. The net premiums 
written have been as follows: 


Fire 

Extended Coverage 
Ocean Marine: 

Excluding war risks - 
War risks only . . 

Motor Vehicles . . . 

Earthquakes .... 

Inland Navigation . . 

Tornado 

Had ...... 

Sprinkler Lieakage . . 

Riot, Civil Commotion 

Aircraft 

Ram and Flood . . . 

404 


19U 

194S 

194$ 

$29,259,377 

$28,186,063 

$25,720,531 

3,800,705 

3,169,736 

2,756,617 

3,303,457 

2,124,173 

2,054,255 

1,342,150 

2,197,526 

6,944,149 

5,860,269 

5,535,870 

5,971,590 

57,735 

37,096 

45,163 

6,209,261 

5,133,508 

4,117,923 

1,650,652 

1,603,364 

1,708,430 

2,227,798 

1,994,128 

119,144 

1,851,526 

130,409 

119,458 

280,041 

391,887 

523,281 

106,407 

156,470 

163,384 

251,204 

147,118 

78,275 

*54,479,465 

^,796,083 

$52,054,583 
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Fire losses reported by fire insurance companies during 1944 
amounted to $423,538,000 in the entire country, which was the 
highest amount since 1932 when the losses aggregated $442,143,000. 
The highest annual loss in history was $561,980,751 in 1926. Losses 
for the period 1940-1944 revealed an increase of 20 per cent over 
the period 1935-1939. 

Underwriting. The profitable operation of underwriting depends 
upon the receipt of sufficient premium income to exceed the pay- 
ment of commissions to agents, administrative expenses, and losses 
to policyholders. Experience data are compiled annually by the 
National Board of Fire Underwriters for stock companies and by 
the Federation of Mutual Fire Insurance Companies for mutual 
companies. In New York State the New York Fire Insurance 
Rating Organization uses all this experience in arriving at the 
actual rates, which are predicated upon a five-year experience 
period. The rates promulgated must be submitted to the Superin- 
tendent of Insurance, who may order the rates withdrawn if in his 
opinion they are “inadequate, excessive, or unfairly discriminatory 
or otherwise unreasonable.” Provision is made in the official rate 
for a 2^ per cent profit factor.^ 

Investment. The fire insurance company must invest the large 
reserve funds which it is required to carry for the protection of 
the policyholders. The profitable operation of investing depends 
upon the receipt of income as large as is consistent with the safety 
of the principal. Inasmuch as insurance premiums are payable 
in advance and on policies that run from one to five years, insurance 
companies have the use of funds that are repayable in the form of 
loss claims over prolonged periods. Even if the entire premium 
is eventually disbursed in the payment of losses and expenses, the 
policy may still prove profitable to the company in that the funds 
paid in premiums, have produced income while retained by the 
company. As a result of the two kinds of operations of the company, 
the common stockholders’ position is affected by the profitable 
operation of underwriting and of investing by the company. 

Statements. Insurance companies are required in New York to 
file a.mma.1 statements with the State Insurance Department. The 
statement is prescribed in form and usually shows the capital 
stock, income, disbursements, assets and liabilities, surplus, and 

1 Tie average cost of fire inswaace 1939-1944 of 66 cents represents a decline of 
40 per cent from the average cost of this type of property protection that prevailed at 
the beginning of the 1920^8, 
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other funds, with supporting schedules. Those statements are 
available to the pubhc. The financial statement issued by the com- 
pany to the stockholders, however, usually includes only a balance 
sheet and a fist of the security investments, and, in some recent 
reports, an income statement. 

Liabilities. The hability side of the balance sheet of a fire and 
casualty insurance company consists largely of capital and reserves. 
The capital includes capital stock and net surplus. For instance, 
the capital account of Hartford Fire Insurance Company was; 


19U 1943 194$ 

Capital Stock (par 110) $12,000,000 $12,000,000 $12,000,000 

Net Surplus 70,000,000 65,000,000 60,000,000 


$82,000,000 $77,000,000 $72,000,000 

Reserves. The reserves include reserve for unearned premiums, 
voluntary or contingency reserve, reserve for outstanding losses, 
and miscellaneous reserves. Hartford Fire Insurance Company 
reported the following reserves: 



19U 

194S 

194$ 

Reserve for Unearned Premiums . . . 

. $45,190,536 

$41,991,106 

$39,276,556 

Voluntary Reserve . 

. 15,491,611 

13,490,012 

9,282,098 

Reserve for Outstanding Losses . . . 

. 11,832,462 

9,510,008 

7,857,487 

Reserve for Dividends 

1,200,000 

1,200,000 

1,200,000 

Reserve for Taxes and all other claims . 

3,450,000 

3,906,959 

4,025,638 


$77,164,609 

$70,098,085 

$61,641,779 


The reserve for unearned premiums is usually the largest reserve. 
Premiums are collected in advance and consequently represent a 
prepaid expense to pohcyholders and unearned income to the in- 
surance company. For example, if a one-year policy is written on 
August 15, it wdU expire on August 15 of the following year. As of 
December ,31 following the date of issuance, the policy will have 
7| mouths to run. The unearned premium, however, is calculated 
on the basis of half-months, with the result that on December 31 
the balance sheet will show that ^ of the premium has been earned 
and ^ is unearned. The company's statement on December 31, 
therefore, will show an unearned premium reserve equal to ^ of the 
annual prenoium. This reserve is the estimated amount of premiums 
that the company would be obliged to return to the policyholders 
as return premiums for the unexpired terms if every policy in force 
were cancelled or terminated on the date of the balance sheet. 
Voluntary or contingency reserve represents a safety provision 
for any contingency that might arise. The other reserves include 
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reserve for outstanding losses or estimated losses on claims reported 
and unreported, reserve for dividends or dividends declared but 
unpaid, and reserve for taxes and all other liabilities. 

HARTFORD FIRE INSURANCE COMPANY 
Statement Decembee 31, 1944 
Assets 

United States Bonds and Tieasury Notes 
Bonds of other Governments (Canada, etc ) 

State, County, and Municipal Bonds . . . 

Railroad Bonds ... . . 

Public Utility Bonds . ... 

Miscellaneous Bonds . ... 

Stocks . w .... 

Real Estate and Mortgages . . 

Cash . . ... 

Premiums in couise of collection . ... 

Accrued Interest . . 

Sundiy Assets 

Total Assets . . . • 

LidbiUties 

Reserve for Unearned Premiums 
Reserve for Losses and Loss Expense 

Reserve for Taxes 

Reserve for other Liabihties . . . . 

Reserve for Dividends . . . 

Voluntary Reserve 

Capital 

Surplus 

Total Liabilities . 

All stocks and bonds, except stocks of affiliated insurance companies, are carried 
in accordance with the ruling of the National Association of Insurance Commissioners 
If Market prices of December 31, 1944, were used, the Admitted Assets and the Volun- 
tary Reserve of this Con^any would be increased by the amount of $931,262. 

Assets. The assets of a fire insurance company consist of securi- 
ties, cash, premiums in course of collection, real estate, and mort- 
gages and miscellaneous assets. The securities which a company 
may purchase are subject to the regulations of the state. In New 
York State, for example, the restrictions may be classified as those 
applicable to (a) minimum capital investments, (b) reserve invest- 
ments, and (c) residue and surplus fund investments. A company 
must invest an amount equal to the minimum capital required by 
law in the following classes of securities which are not in default 
as to principal or interest: (1) direct and guaranteed obligations of 
the federal government; (2) direct obligations of the State of New 


$40,608,000 

2,631,180 

4,340,388 

5,536,045 

1,237,897 

107,700 

76,921,011 

3,826,322 

16,243,449 

6,963,093 

328,431 

421,093 

$159,164,609 


.... $45,190,536 

. . . . • 11,832,462 

.... 3,000,000 

. . . 450,000 

1,200,000 

15,491,611 

$77,164,609 

$ 12 , 000,000 

70,000,000 

82,000,000 
$159,164,609 



408 


INVESTMENT ANALYSIS 


York or of any county, district, or municipality in the state; (3) di- 
rect obligations of any other state; and (4) first mortgages up to 
two thirds of the value of unencumbered real property located in 
the State of New York or mortgages guaranteed by the Federal 
Housing Administration. At least 60 per cent of the total amount 
of the required minimum capital investments must be in securities 
ia classes 1 and 2. 

A company must also invest in specified types of securities up 
to 50 per cent of the aggregate amount of unearned premium and 
loss reserves. Securities eligible for the fulfillment of this require- 
ment include government obligations, corporate obligations, pre- 
ferred or guaranteed stocks, trustees’ or receivers’ obligations, 
acceptances and bills of exchange, mortgages, real estate, foreign 
investments, and stock and debentmes of housing companies which 
must meet the qualifications specified in the law. Residue and sur- 
plus funds may be invested, in general, in the securities of any sol- 
vent issuer, with certain limitations specified in the law. 

The investments of Hartford Fire Insurance Company, for exam- 


pie, consisted of : 


19U 

ms 

194£ 

Bonds : 

U S Gov’t Bonds and Treasury Notes . 

$40,608,000 

$35,798,500 

S32,263,600 

Bonds of other Governments .... 

2,631,180 

2,279,535 

2,708,625 

State & Municipal 

4,340,388 

4,406,123 

4,760,572 

Railroad . 

5,536,045 

5,337,335 

4,797,590 

Public Utility 

1,237,897 

1,500,320 

1,799,520 

Miscellaneous 

107,700 

189,220 

245,591 


$54,461,210 

$49,511,033 

$46,575,398 

Stocks. 

Railroad, Public Utility, Bank & Misc. 

76,921,011 

69,143,282 

60,718,194 

Total 

$131,382,221 

$118,654,315 

$107,293,592 


Security diversification. As a group, fire insurance companies have 
maintained a high degree of diversification and unusual liquid- 
ity in their invested assets. This has been due in large measure to 
their relatively large investments in stocks, both preferred and 
common, which on the average have represented approximately 
40 per cent of total admitted ’assets. As Resi’s Insurance Reports 
states: 

In general, the fire companies have maintained a sufficient percentage of assets 
in so-called approved securities to cover adequately outstanding liabilities, and 
it is a fact that actively traded stocks are more liquid than many classes of bonds, 
and liquidity is an important element in view of the possible need for cash in the 
event of a conflagration. 
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The very nature of their operations makes hquidity of investments 
so necessary. The uncertainty of sudden large losses requires a 
substantial investment in highly marketable securities, which is 
afforded more readily by stocks than by bonds and mortgages. At 
the same time, the higher yield and the market appreciation in a 
rising stock market provide additional income to offset under- 
writing losses. Stock investments of Hartford Fire Insurance 
Company, for example, represented 48.3 per cent of total admitted 
assets in 1944, compared to 46.9 per cent in 1943 and 45.4 per cent 
in 1942. 

Security valuation. Prior to 1931 it was generally customary for 
insurance companies, particularly fire and casualty companies, to 
value their bonds and stocks at prevaUing market quotations at the 
end of the year. In 1931, however, the National Association of 
Insurance Commissioners (then known as the National Convention 
of Insurance Commissioners) established what has been called 
"Association Values,” which were arbitrary values theoretically 
representing “fair value” in contrast to “market value” in the 
instance of securities which were selling at relatively low prices. 
Since 1941, however, bonds amply secured and not in default have 
been carried at amortized values; stocks and non-amortizable bonds 
have been carried at the market value as of December 1 of each year. 

Miscellaneous assets. The other assets of a fire or casualty com- 
pany consist chiefly of cash, premiums in course of collection, real 
estate and mortgages, and miscellaneous assets. For example, 
Hartford Fire Insurance Company reported the following assets 


in addition to investments: 

Cash ... . . . . 

Premium.? m Couise of Collection . 

Accrued Interest 

Real Estate and Mortgages . . . 

Sundry Assets 


19U 1S43 1942 

$ 16 , 243 , 44:9 $ 16 , 828,421 $ 14 , 022,041 

6 , 963,093 7 , 260,273 7 , 959,523 

328,431 320,816 312,574 

3 , 826,322 3 , 866,820 3 , 932,639 

421,093 167 , 4 ^ 121,410 

$ 27 , 782,388 $ 28 , 443,770 $ 26 , 348,187 


Admitted assets. The total assets of a company generally exceed 
the total “admitted assets.” The total assets include all the assets 
of the company. Assets that are not in accord with the state law 
or Insurance Department rulings are excluded from the total assets, 
and the balance is referred to as “total admitted assets.” For 
example, Hartford Fire Insurance Company in 1944 reported total 
assets of $159,752,007 but total admitted assets of $159,164,609. 
The difference of $587,398 represented assets that were not admis- 
sible. 
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Liquidating value. The liquidating value of the comnaon stock 
represents the value of the stock in the event of hquidation. It is 
measured by the sum of the capital stock, surplus, 40 per cent of 
the unearned premium reserve, and the voluntary or contingency 
reserve. On the theory that 60 per cent of the unearned premiums 
will cover all future losses under the policies in force, it is assumed 
that at least 40 per cent of the unearned premium reserve will 
eventually become earned surplus.^ All stocks and non-amortizable 
bonds shown on the asset side of the balance sheet are carried at 
their December 1 market prices, in accordance with the ruling of 
the National Association of Insurance Commissioners. The volun- 
tary reserve of $15,491,611 reported by Hartford Fire Insurance 
Company in 1944 was based on the December 1, 1944, valuation 
of the securities. This compared with a voluntary reserve of $13,- 
490,012 in 1943 and $9,282,098 in 1942. The annual reports stated, 
however, that if market values of December 31 had been used, 
the "admitted assets” and the voluntary reserve would have been 
increased by $931,262 in 1944, by $905,442 in 1943, and by $613,306 
in 1942. Smce recognition must be given to the increase in market 
values between December 1 and December 31, the total liquidating 
value of the common stock on December 31 was $116,499,087 in 
1944, $108,191,896 in 1943, and $97,606,026 in 1942. . 


19U 1943 


Capital Stock $12,000,000 $12,000,000 

Surplus 70,000,000 65,000,000 

40 Per Cent of Unearned Premium Reserve 18,076,214 16,796,442 

Voluntary Reserve ... . 16,422,873 14,395,454 

Total Liquidating Value $116,499,087 $108,191,896 


194 ^ 

$12,000,000 

60,000,000 

15,710,622 

9,895,404 

$97,606,026 


On the basis of 1,200,000 shares outstanding, the liquidating value 
per share in 1944 was $97.08 ($11G;499,087/1,200,000). This com- 
pared with $90.16 in 1943, and $81,34 in 1942. 

On the other hand, similar recognition must be given to any 
decrease in market values as of December 31, For example, the same 
company reported as follows on the basis of December 1, 1941, 
values : 


Capital stock ... . $12,000,000 

Surplus. 60,000,000 

40 Per Cent of Unearned Premium Reserve . . 15,292,706 

Voluntary Reserve . ........ 9,266,143 

Total Liquidating Value $96,558,849 


2 Best suggests tLe following percentages according to this type of insurance: directly 
written, 40 per cent; reinsurance premiums in the j&re and marine field, 35 per cent; 
casualty and security fields, 15-40 per cent. ^ 
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The company reported, however, that if market values of Decem- 
ber 31, 1941, had been used, the admitted assets and the voluntary 
reserve would have been reduced by $1,553,899 and would have 
amounted to $95,004,950. On this basis the liquidating value was 
$79.17 a share. 

Exhibits. The statement of income and expense of a fire insurance 
company on an “incurred” basis is presented in the form of exhibits. 
A company usually reports three exhibits: underwriting, invest- 
ment, and surplus. 

Underwriting exhibit. The underwriting exhibit of the Hartford 
Fire Insurance Company was as follows: 



19U 

1943 

1942 

Net Premnims Written for the Year 

. $54,479,465 

$50,796,083 

$52,054,583 

Increase in Unearned Premium Reserve 

3,199,431 

2,714,550 

1,044,790 

Net Premiums Earned 

Less: 

. 51,280,034 

48,081,533 

51,009,793 

, Underwriting Expenses . ’ . . . . 

. 21,920,737 

21,035,245 

21,078,997 

Losses Incurred 

. 27,892,833 

23,936,283 

28,249,333 


49,813,570 

44,971,528 

49,328,330 

Net Underwriting Profit 

. $ 1,466,464 

$ 3,110,005 

$ 1,681,463 


The premiums written represents the aggregate amount of the 
premiums upon all pohcies issued during the year covered by the 
statement whether the premiums had been collected or not at the 
close of the year. The net premiums written is the balance after 
deducting all returned and reinsurance premiums. Returned pre- 
miums are the premiums returned on cancelled policies. Reinsurance 
premiums represent the net cost to the company of distributing 
the risk especially for large pohcies through reinsmance. For exam- 
ple, in 1943 the total premiums written by Hartford Fire Insurance 
Company aggregated $71,557,000. Inasmuch as the company 
returned premiums of $9,267,000 and deducted $11,494,000 m 
reinsurance premiums, the net premiums written amounted to 
$50,796,000. Net premiums written, therefore, indicate the net 
amount of business obtained by the company during the year. 
Net premiums earned represents the adjustment of the net premiums 
written in accordance with the increase or decrease dmfing the year 
of the habihty of the company for unearned premiums. For in- 
stance, the $54,479,465 of net premiums written during 1944 by 
the Hartford Fire Insurance Company were not aU earned, since 
unearned premium reserve had increased by $3,199,431, thereby 
reducing the net premiums earned for 1944 to $51,280,034. When a 
company’s volume of business expands, as evidenced by the increase 
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in net prenoiums written, the net premiums earned will always be 
less than the net premiums written. Inasmuch as premiums are 
paid in advance, an increased volume of ’business necessitates the 
setting up of a larger reserve for unearned premiums. The reverse 
is true in the instance of a declining volume of business. Net under- 
writing profit represents the balance of the net premiums earned 
after the deduction of underwriting expenses and of losses incurred 
during the year. 

Investment exhibit. The investment exhibit reports the results 
of the investment operations for the year. Hartford Fhe Insurance 


Company reported as follows; 

1944 194s 194s 

Interest & Dividends Earned $4,713,819 $4,463,714 $4,214,564 

Investment Expense 459,161 455,128 444,819 

Net Interest & Dividends Earned .... 4,254,658 4,008,586 3,769,745 

Adjustments* 

Gam on Sales of Assets 95,798 161,043 Dr. 52,680 

Appreciation in Assets . 5,095,388 6,324,446 Dr. 1,437,180 

$5,191,186 $6,485,489 $1,489,860 

Net Investment Profit $9,445,844 $10,494,075 $2,279,885 


The net income earned represents the income in the form of interest 
and dividends earned on the investments in bonds aiid stocks. 
The adjustments include the actual gain or loss on the sale of securi- 
ties in the portfolio and the book appreciation or depreciation 
in the securities held. The Hartford Fire Insurance Company 
reported a gain on the sale of securities of $95,798 in 1944 and of 
$k61,043 in 1943 but a loss of $52,680 in 1942. The company also 
reported appreciation in securities of $5,095,388 in 1944 and of 
$6,324,446 in 1943 but a depreciation of $1,437,180 in 1942. As a 
result of those adjustments, the net income was increased by $5,191,- 
186 in 1944 and by $6,485,489 in 1943 but was decreased by $1,489,- 
860 in 1942. The balance is the net investment profit. 

Surplus exhibit. The surplus exhibit reconciles the surplus in the 
balance sheet at the close of the year. For example, the surplus 
exhibit of the Hartford Fire Insurance Company was : 



1944 

IHS 

im 

Surplus, beginning of year .... 

. . $65,000,000 

$60,000,000 

$60,000,000 

Net Underwriting Profit 

. . 1,466,464 

3,110,055 

1,681,463 

Net Investment Profit 

. . 9,445,844 

10,494,075 

2,279,885 

Canadian Exchange 

. . 27,558 

30,375 

56,505 


$75,939,866 

$73,634,505 

$64,017,853 

Dividends Paid * 

. . 3,000,000 

3,000,000 

3,000,000 

Federal Income Tax 

, . - 938,268 

1,299,162 

870,164 

Connecticut Investment Tax . , . 


127,378 

131,734 

Increase in Voluntary Keserve . . . 

. . 2,001,598 

4,207,914 

15,955 


$ 5,939,866 

$ 8,634,454: 

$ 4,017,853 

Surplus, end of year 

. . $70,000,000 

$65,000,()00 

$60,000,000 
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The company began the year 1944 with a surplus of $65,000,000. 
The surplus was increased by a net underwriting profit of $1,466,464, 
a net investment profit of $9,445,844, and a gain of $27,558 in 
Canadian exchange, resulting in a total surplus of $75,939,866. 
Certain deductions were made, however, in the form of dividend 
payments of $3,000,000 and federal income tax of $938,268. The 
Connecticut investment tax, which was reported in the surplus 
exhibit in 1943 and in 1942, was included in underwriting expenses 
in 1944. In addition, the company transferred $2,001,598 from 
surplus to the voluntary reserve. As a result of these deductions 
and the adjustments, the surplus was $70,000,000 at the end of 1944. 

Expense and loss ratios. The success of the underwriting opera- 
tions of the company is tested by two ratios: expense ratio and loss 
ratio. 

Expense ratio. The expense ratio is expressed as the relation 
between the underwriting expenses incurred and the net premiums 
written. The underwriting expenses include such overhead or 
operating expenses as commissions, rents, salaries, and taxes. For 
example, Hartford Fire Insurance Company in 1944 reported under- 
writing expenses of $21,920,737 and net premiums written of $54,- 
479,465, or an expense ratio of 40.2 per cent, compared to 41.3 per 
cent in 1943 and 40.5 per cent in 1942. The purpose of the expense 
ratio is to determine the cost to the company of obtaining the 
volume of business. The expense ratio of Hartford Fire Insurance 
Company compared favorably with the average of all companies, 
which has been as follows: ^ 

1938 48 4 % 1940 . 44 5 % 1942 . . .39 7 % 1944 . . . 41 . 3 % 

1939 . . . 47 6 1941 . . 42.3 1943 . . 42.3 

Loss ratio. The loss ratio is calculated as the relation between 
the losses incurred (including loss adjustment expense) and the net 
premiums earned. For example, Hartford Fire Insurance Company 
in 1944 reported losses incurred of $27,892,833 and net premiums 
earned of $51,280,034, or a loss ratio of 54.3 per cent. This compared 
with 49.7 per cent in 1943 and 55.4 per cent in 1942. The purpose 
of the loss ratio is to determine whether the quality of the business, 
as measured by losses, is satisfactory. It is the major factor deter- 
mining the profitableness of the underwriting operations. The 
Hartford Fire Insurance Company, however, had a low ratio com- 
pared with the average for all companies: ^ 

1938 . . . 46 . 7 % 1940 . . . 50 . 2 % 1942 . . . 59 . 0 % 1944 . . . 57 . 3 % 

1939 . . 46 8 1941 . . . 53.3 1943 . , . 52.1 

3 Best Imurance Reports, 

^lUd, 
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Net underwriting profit /net premiums earned. , The expense ratio 
and the loss ratio are closely related. Some companies follow a very 
cautious policy of investigating each risk thoroughly and often at 
considerable expense. While this policy results in a high expense 
ratio, it is usually compensated for by smaller losses as indicated by 
the loss ratio. On the other hand, other companies are rather liberal 
m the assumption of risk, with the resultant low expense ratio but a 
correspondingly higher loss ratio. The relationship of these factors 
is reflected in the ratio “Net imderwriting profit/net premiums 
earned,” which provides a measure of the underwriting results of 
companies writing the same type of insurance. The net underwriting 
profit of the Hartford Fire Insurance Company represented a return 
of 2.9 per cent in 1944, compared to 6.4 per cent in 1943 and 3.3 
per cent in 1942. 

An analysis of the distribution of losses by the Hartford Fire 
Insurance Company revealed the foUowmg: 



Fire 

Ocean 

Marine 

Motor 

Vehicle 

Inland Nav 
& Transp. 

Tornado 

Hail 

1940 . 

. . . 40.8% 

42.4% 

55 9% 

54 0% 

42.9% 

33.3% 

1941 . 

. . . 39.8 

53.5 

57 2 

56.1 

39 0 

613 

1942 . 

. . . 38.8 

94 8 

42 7 

61.3 

54.3 

68.5 

1943 . 

. . , 43.3 

45 7 

38 5 

63 7 

66 4 

781 

1944 

... 44.4 

53.0 

53 8 

62.6 

72.4 

76 4 


Earnings per share. The earnings per share of the stock are 
usually calculated before and after taxes. Earnings per share before 
taxes reflect the earning power of the company. Total net earnings 
represent the sum of the net underwriting profit (statutory under- 
writing gains) and the net investment income plus 40 per cent of 
any increase or minus 40 per cent of any decrease in the unearned 
premium reserve. For instance, the total net earnings of Hartford 
Fire Insurance Company were calculated as follows: 


19U 

Net Underwriting Profit $1,466,464 

Net Investment Income 4,254,658 

40 Per Cent of Increase m Unearned Premium 

Eeserve 1,279,772 

Total Net Earnings $7,000,894 


194S 

$3,110,055 

4,008,586 

1,085,820 

$8,204,461 


194 ^ 

$1,681,463 

3,769,745 

1,081,024 

$6,532,232 


Net underwriting profit includes underwriting profit and loss items. 
Net investment income, however, excludes reahzed or unreahzed 
profits or losses bn securities and other assets, as well as any unusual 
adjustments of surplus. In view of the fact that the company 
had 1,200,000 shares outstanding, the earnings were at the rate of 
$5.84 in 1944, compared to $6.83 in 1943 and $4,89 in 1942. 
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Sources of earnings. Analysis of the sources of the earnings em- 
phasizes the importance of investment operations to the success of 
a fire insurance company : 


HARTFORD FIRE INSURANCE COMPANY 




UndeV’- 

Invest- 

Equity in Increase in 




wrihng 

ment 

Unearned Premium Reserve 

Total 

1940 


. $182 

$2 98 

$0 55 

$5 35 

1941 


. 2.22 

3 11 

0.90 

6 23 

1942 


. 1.40 

3.14 

0 35 

4 89 

1943 


. 2 59 

3 34 

0 90 

6 83 

1944 


1.22 

3 55 

1.07 

5 84 


In each year from 1940 to 1944, inclusive, the earnings on invest- 
ments exceeded the earnings on underwriting. 

Earnings after taxes. Though earnings per share before taxes 
reflects the earning power of the company, earnings per share after 
taxes are more pertinent to the stockholder as reflecting the earn- 
ings available for distribution as dividends. Net earnings after 
taxes of the Hartford Fire Insurance Company in 1944 were $6,062,- 
626, at the rate of $5.06 a share, calculated as follows : 

19U ms 

Total Net Earnings $7,000,894 $8,204,461 

Federal Income Tax and Connecticut Tax on 

Investment Income " » 938,268 1,426,540 

Net Earnmgs after taxes $6,062,626 $6,777,921 

This compared with $5.65 in 1943 and $4.06 in 1942. 

Market value. The market value of a share of stock is usually 
measured in relation to the liquidating value, the dividend, and 
the amount earned per share after taxes. The market value should 
approximate the Liquidating value. This condition has been charac- 



Marhet 

Value 

Liquidating 

Value 

Market/ 

Liquidating 

Dividend 

Yield 

Market/ 

Earned 

1940 . 

$78 

$76 87 

10 

$2 50 

3.2% 

16 

1941 . 

, 87 

79 17 

1 1 

2.50 

28 

15 

1942 . 

. 82 

81.34 

10 

2.50 

30 

20 

1943 . 

. 97 

90 16 

1.7 

2 50 

2.6 

17 

1944 . 

. 98 

97 08 

1.0 

2.50 

25 

19 


teristic of Hartford Fire Insurance Company stock. Inasmuch as 
it is the common practice of fire insurance companies to plow the 
underwriting profit back into the business, the dividend on the 
stock is usually restricted to the investment profit. Under normal 
conditions a conservatively managed fire insurance company will 
show a total of investment income and earned premiums in excess 
of losses and expenses. In practice, however, as the Spectator Insur- 
ance Year Book points out: 


194 $ 

$5,873,898 

1,001,898 

$4,872,000 
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Many of the more conservative compames limit dividend distribution to an 
amount not exceeding the investment income earned. Some, which are still more 
conservative, limit the amount distributed in the form of dividends to a figure not 
exceeding 75 per cent of investment income. This permits the company to retain 
25 per cent of its investment income together with all underwriting profits, if any, 
as an addition to surplus for the protection of both policyholders and stockholders 
agamst the occurrence of a catastrophe or other abnormal losses, or against the* 
shrinkage m the market value of the media in which the company's funds are 
invested. 

The relation of the dividend to the investment profit in the instance 
of the Hartford Fire Insurance Company is shown by the following: 



Investment 

Income 

Dividend 

Dividend [Investment 
Income 

1940. 

. . $2 98 

$2.50 

83 8% 

1941 . 

. 3.11 

2 50 

80 4 

1942. 

. . 3 14 

2.50 

79.6 

1943. 

. 3 34 

2 50 

74.8 

1944. 

3 55 

2.50 

70.4 


The company paid out in dividends an average of approximately 
78 per cent of the investment income. The stock sold to yield an 
average of about 3 per cent and at about 17 times earnings. 

Review Questions 

1 . Name the two classes of operations of a fire insurance company. 

2. Discuss the diversification of the types of risks underwritten. 

3. Discuss the basis of profitable operation of underwriting and of investing 

4. Indicate the general nature of the financial statements issued by fire insur- 
ance companies. 

5-^ Indicate the chief items on the liability side of the balance sheet. 

6. Discuss the significance of the reserve for unearned premiums. 

7. Indicate the significance of the voluntary or contingency reserve. 

8. Name the chief assets of a company. 

9. Discuss the legal restrictions on securities eligible for investment. 

10. Account for the policy of diversification and liquidity of ^investments. 

11. Indicate the basis of valuation of bonds and stocks. ‘ 

12. Distinguish between ''total assets" and "total admitted assets." 

13. Explain the calculation and the significance of the liquidating value per 
share of stock. 

' 14. Name the types of exhibits included in a company's report. 

15. Distinguish between the following items in the underwriting exhibit: pre- 
miums written, net premiums written, net premiums earned, and net underwriting 
profit. 

16. Explain the meaning of the following items in the investment exhibit: net 
income received, loss on sale of securities, gain on sale of securities, depreciation 
in securities, appreciation in securities, and net investment profit. 

17. Explain the purpose of the surplus exhibit. 



FIRE INSURANCE COMPANY STATEMENTS 


417 


18. Name the two ratios used to test the success of the underwriting operations 

19. Explain the calculation and significance of the expense ratio. 

20. Explain the calculation and significance of the loss ratio. 

21. Discuss the relationship of the expense ratio and the loss ratio. 

22. Discuss the significance of the calculation of earmngs per share before taxes. 

23. Explain the calculation of earmngs per share after taxes. 

24. Discuss the significance of the investment operations to the company from 
the standpoint of earnings. 

25. Explain the significance and calculation of earnings per share after taxes. 

26. Discuss the relationship of the market value per share to the liquidating 
value per share. 

27. Explain the relationship between the investment profit and the dividend. 

28. Comment on the yield and price-earnings ratio of insurance stocks. 


Assignment 

(a) Calculate the liquidating value per share from the following data* 


Capital Stock $ 5,000,000 

Surplus 86,357,000 

Unearned Premium Reserve 26,494,000 

Voluntary Reserve, Dec 1 1,000,000 

Voluntary Reserve, Dec. 31 6,988,000 

Par Value of Stock $2 50 


(b) Calculate the net premiums earned and the net underwriting profit from the 
following data 


Losses Incurred $15,463,000 

Increase in UnearnedTremium Reserve .... 2,553,000 

Underwritmg Expense 10,798,000 

Net Premiums Written 29,468,000 

(c) Calculate the net investment profit from the following data: 

Investment Expenses S 163,000 

Realized Investment Gam . 153,000 

Gross Interest and Rents Received .... 4,993,000 

Gam in Value of Investments 10,841,000 

(d) Calculate the expense and loss ratios from the following data: 

Underwriting Expense . . ... $10,798,000 

Net Premiums Earned 26,915,000 

Net Premiums Written . . 29,468,000 

Losses Incurred .... . . 15,463,000 

» Calculate the earnings per share ‘before and after taxes from the following 
data: 

Net Underwriting Profit I 654,000 

TaxeSv 886,000 

Increase in Unearned Premium Reserve . . . 2,553,000 

Net Investment Income 4,830,000 

Realized Investment Gam 153,000 

Gam in Value of Investments 10,841,000 

Number of Shares 2,000,000 
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SOURCES OF INFORMATION 


The compilation of pertinent information is the first task of the investor. 
The following partial cla’Ssification is presented for the convenience of the 
investor. 

Official reports. 'The official reports of the issuer constitute the primary 
source of information and are issued annually, and are sometimes supple- 
mented by interim reports. 

Financial periodicals. Some periodicals provide information with respect 
both to companies and to industries and also with respect to general busi- 
ness. They include: 

Analysts Journal: quarterly, The New York Society of Security Analysts, New 
York. 

Bank ^ Quotation Record: monthly, William B. Dana Company, New York. 

Barron’s: weekly, Barron^s Publishing Company, Boston. 

Bond Buyer: weekly. The Bond Buyer, New York. 

Business Week: weekly, McGraw-Hill Publishing Company, New York. 

Commercial and Financial Chronicle: bi-weekly, William B. Dana Company, 
New York. 

Dun’s Review: monthly, Dun & Bradstreet, New York. 

Exchange: monthly, New York Stock Exchange, New York. 

Financial World: weekly, Guenther Publishing Company, New York. 

Investment Banking: monthly, Investment Bankers Association of America, 
Chicago. 

Journal of Commerce: daily, Journal of Commerce Company, New York. 

Magazine of Wall Street: bi-weekly. Ticker Publishing Company, New York. 

Monthly Earnings Record: monthly, William B. Dana Company, New York. 

State and Municipal Compendium: semi-annually, William B. Dana Company, 
New York. 

Wall Street Journal: daily, Dow, Jones Company, New York, 

Trade publications. Certain magazines are devoted exclusively to special 
fields. Among these are: 
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Banks — Banking- monthly, American Bankers Association, New York. 

Electric power Electrical World, weekly, McGraw-Hill Publishing Company 
New York. 

Electric railways — Transri Journal: monthly, McGraw- Hill Publishing Com- 
* pany, New York. 

Gas — American Gas Association Monthly: American Gas Association, New York. 

Iron and steel — Iron Age: weekly, Chilton Company, Philadelphia. 

yimmg — Engineering and Mining Journal montlily, McGraw-Hill Publishing 
Company, New York. 

Petroleum — National Petroleum News: weekly, National Petroleum Publishing 
Company, Clevelanri. 

Public utilities— Public Utilities Fortnightly: Public Utilities Reports, Baltimore. 

Steam T&i\Toa.ds — Railway Age: weekly. The Simmons-Boardman Publishing 
Corporation, Philadelphia. 

Steel — Steel: weekly, Penton Publishing Company, Cleveland. 

^ Telephone — Bell Telephone Quarterly: American Telephone <& Telegraph Com- 
pany, New York. 

Textile — Textile World: monthly, McGraw-Hill Publishing Company, New 
York. 

Federal commissions. Pertinent information with respect to individual 
companies is found in the reports issued by such federal regulatory com- 
missions as the Interstate Commerce Commission, the Federal Power 
Commission, the Federal Communications Commission, and the Securities 
and Exchange Commission. The registration statements and the prospec- 
tuses filed with the latter commission in connection with new security 
issues are especially informative. 

Stock exchange listing statements. The listing statements issued in 
connection with new listings on the various exchanges occasionally contain 
information not previously published elsewhere. 

Economic bulletins. Among the bulletins on general business conditions 
issued by banking institutions are: 

Bulletin: monthly, The National City Bank of New York, New York. 

Business Bulletin: monthly. The Cleveland Trust Company, Cleveland. 

Guaranty Survey: monthly, Guaranty Trust Company, New York. 

Monthly Review: monthly, individual Federal Reserve Banks. 

Investment services. Investment services may be classed as those 
which emphasize the reporting of statistical data and those which empha- 
size the interpretation of data. Among the former services are Moody, 
Standard & Poor, Fitch, and Best, and among the latter services are Bab- 
son, Brookmire, Alexander Hamilton, and United. 

Government reports. Among the many publications of government 
departments and agencies are: 
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Comptroller of the Currency annual report. 

Domestic Commerce' monthly, U. S. Department of Commerce. 

Federal Deposit Insurance Corporation: annual report. 

Federal Home Loan Bank Review: monthly, Federal Home Loan Bank Adminis- 
tration. 

Federal Reserve Bulletin: monthly. Board of Governors of the Federal Reserve 
System. 

Foreign Commerce Yearbook: annually, XT. S. Department of Commerce. 
Secretary of the Treasury: annual report. 

Statistical Abstract: annually, U. S. Department of Commerce. 

Survey of Current Business' monthly, XT. S. Department of Commerce. 

Treasury Bulletin: monthly, U. S. Treasury Department. 
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READING THE FINANCIAL PAGE 


i^ew York Stock Exchange. The follomng excerpts from the report 
of transactions on the New York Stock Exchange are taken from The Wall 
Street Journal: 


NEW YORK STOCK EXCHANGE STOCK TRANSACTIONS 
Friday, November 16, 1945 


1945 

High Low 

D%v 

Stocks 

Sales 

Open High 

Low 

Close 

Chge 

Closing 
B%d Asked 

189 

153i 

6 

A1 Ch & Dye 

900 

188 

189 

186 

186 

- 3 

1824 

186 

112i 

89i 

3 

Am Can 

500 

103i 

105 

mi 

105 

+ lf 

104i 

106 

196 

183| 

“7 

Am Can pf 

160 

196 

196 

196 

196 

+ i 

196 

1974 


** Dividends, unless otherwise specified, are total paid or payable in 12 months to and including the 
payable date of the most recent dividend announcements. 

® Annual basis 


The above report of transactions in the designated stocks, gives the 
investor information concerning; (a) the price range for the year; (b) the 
dividend; (c) the volume of sales for the day; and (d) the prices for the 
day Interpreting the quotation for Alhed Chemical & Dye common 
stock, the price of the stock from January 2, 1945, to November 16, 1945, 
ranged from a high of $189 a share to a low of $153^ a share. A dividend 
is paid on the stock at an annual rate of $6 a share. The total volume of 
sales on November 16 was 900 shares. The first or opening transaction in 
the stock was at $188 a share; during the trading day the highest price at 
which the stock sold was $189 a share and the lowest price $186 a share; 
the last sale in the stock before the close of the trading day was at $186 
a share. The net change of “ - 3 ” means that the closing price of $186 
a share on November 16 was three points lower than the closing price in 
the stock on the preceding trading day. The closing price on Noven^er 15 
was $189 a share. After the last transaction in the stock on November lb, 
and before the close of the trading day, buyers of the stock were offenng 
to pay $182-1 a share while sellers were asking $186 a share. 

Quotations on preferred stocks are designated “pf ” as, for example, 
American Can preferred, which closed at $196 a share. Unless so desig- 
nated, the quotation refers to the common stock of the company; for 
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example, American Can common, which closed at $105 a share. The net 
change in the closing prices of a stock may be “minus ” or “plus.” The 
significance of “minus ” has been explained above in the instance of Allied 
Chemical & Dye common stock. The closing price of American Can com- 
mon of $105 represented an increase of If points over the closing price on 
November 15, which was $103f. 

The following excerpt of bond transactions on the New York Stock 
Exchange for the same day is taken from The Wall Street Journal: 

NEW YOEK STOCK EXCHANGE BONDS 


Friday, November 16, 1945 

1945 


High 

Low 

Bonds 

Soles* Open 

High 

Low 

Close 

Chge 

102J 

lOOi 

Goodrich 2f ^s 

’65 37 

1021 

1021 

1021 

1021 

+ 1 

127^ 

1181 

Penn RR gen 4i's 

’81 12 

1271 

1271 

126f 

1261 

-1 


* Sales m $1,000 


The price of Goodrich 2f per cent bonds, due in 1965, ranged from a 
high of $1,025 per $1,000 principal value to a low of $1,002.50 during the 
period January 2 to November 16, 1945. On November 16 the transac- 
tions in the bond involved a principal value of $37,000; the first or opening 
sale was at $1,022.50 per bond, which was also the lowest price during the 
trading day; the highest price at which the bond sold during the trading 
day was $1,025; the last sale in the bond was at $1,025; the closing price 
of $1,025 represented an increase of a point over the closing price on 
November 15, which was $1,020. 

Over-the-counter market. The following excerpts of over-the-counter 
market quotations are taken from The Wall Street Journal: 


OVER-THE-COUNTER MARKET QUOTATIONS 
Friday, November 16, 1945 

Obtained from National Association of Securities Dealers, Inc., 
and other sources, but are unofficial. Origin of any quotation 
furnished on request. 


Am Optical Co . 
JEHectrolux Corp . 


Hartford Elec Light 


Aetna Life * 
Camden Fire . 


Stocks 

INDTJSTBIAL 

Bid 

Asked 

Prev, Bid 

... 441 

461 

45 

... 161 

171 

16i 

UraiilTT STOCEB 


‘ 

com. . 24 

251 

24 

... 671 

691 

66i 

INSUBANCB ^COMTANIES 

... 501 

52f 

501 

... 231 

251 

23| 
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BANKS AND TRUST COMPANIES 

Chase .... $1 40 45f 47f 

First Nat N Y . 80 00 1,940 2,000 


46i 

1,040 


Bonds 

NEW YORK CITY 

iate Maturity Bid Asked Yield 

4i July 1967 135 137i 2 30 

4 May 1959 1251 127 1.75 


Quotations in the over-the-counter market are in terms of bid and asked 
prices. In the instance of bank stocks, the annual dividend is sfcown, as 
for example, $1.40 for Chase National Bank of New York and 180.00 for the 
First National Bank of New York. 
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CUSTOMER’S AGREEMENT — CASH ACCOUNT 

I hereby represent that I am over 21 years of age; that I am not connected as an 
employee, member, or partner of any Security or Commodity Exchange or Member 
Firm thereof, or any Broker, Firm or Corporation engaged in the business of dealing 
in securities or commodities If I become such I hereby agree to notify you in 
writing immediately. 

In the event you fail to receive payment for securities purchased or fail to receive 
secuiities sold for my account by the delivery date of said securities, you may, 
without prior demand for margin and without notice to me of the time and place 
of sale, sell securities held by you for me or buy in securities of which my account 
may be short; and no specific notice or demand shall invalidate this waiver. 

Notices, demands or communications from you to me^ not personally delivered,* 
shall be deemed personally delivered to me and their receipt conceded, either upon 
proof of the due mailing thereof, or upon proof of the delivery thereof, charges 
prepaid, to a radio, telegraph or cable company, addressed to me at my last desig- 
nated address. This agreement and the enforcement thereof shall be governed 
by the laws of the State of New York. 

Y'es 

Citizen U. S. A.? 

No 

Signed If answer is No, citizen of what country? 

(Not merely initials If woman state “Miss” or “Mrs.”) 


Mailing Address 

Firm 

Nature of Business 

If woman and married, state husband^s occupation and business connection. 


Tel. 
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Date 
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[Reverse Side] 
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Reference 

Address 

Reference - 

Address - 

ABC & Co. One Wall Street, New York. 

CUSTOMER’S AGREEMENT — MARGIN ACCOUNT 

A B C & Company 
New York, N. Y. 

Dear Sirs* 

In consideration of your accepting one or more accounts of the undersigned 
(whether designated by name, number, or otherwise) and your agreeing to act as 
brokers for the undersigned in the purchase or sale of securities or commodities, 
the undersigned agrees as follows* 

1. All transactions under this agreement shall be subject to the constitution, 
rules, regulations, customs and usages of the exchange or market, and its clearing 
house, if any, where the transactions are executed by jmu of your agents, and where 
applicable, to the provisions of the Securities Exchange Act of 1934, the Commodi- 
ties Exchange Act, and present and future acts amendatory thereof and supple- 
mental thereto, and the rules and regulations of the Federal Securities and Exchange 
Commission, the Board of Governors of the Federal Reserve System and of the 
Secretary of Agriculture in so far as they may be applicable. 

2. Whenever any statute shall be enacted which shall affect in any manner or be 
inconsistent with any of the provisions hereof, or whenever any rule or regulation 
shall be prescribed or promulgated by the New York Stock Exchange, the Federal 
Securities and Exchange Commission, the Board of Governors of the Federal 
Reserve System and/or the Secretary of Agriculture which shall affect in any manner 
to be inconsistent with any of the provisions hereof, the provisions of this agreement 
so affected shall be deemed modified or superseded, as the case may be, by such 
statute, rule or regulation, and all other provisions of the agreement and the pro- 
visions as so modified or superseded, shall in all respects continue and be in full 
force and effect. 

3. Except as herein otherwise expressly provided, no provision of this agreement 
shall in any respect be waived, altered, modified or amended uifiess such waiver, 
alteration, mod&cation or amendment be committed to writing and signed by a 
member of your firm. 

4. All monies, securities, commodities or other property which you may at any 
time be carrying for the undersigned or which may at any time be in your possession 
for any purpose, including safekeeping, shall be subject to a general lien for the 
discharge of all obligations of the undersigned to you, irrespective of whether or 
not you have made advances in connection with such securities, commodities or 
other property, and irrespective of the number of accounts the undersigned may 
have with you. 

5. All securities and commodities or other property, now or hereafter held by 
you, or carried "by you for the undersigned (either individually or jointly with 
others), or deposited to secure the same, may from time to time and without notice 
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to me be carried in your general loans and may be pledged, repledged, hypothecated 
or re-hypothecated, separately or in common with other securities and commodities 
or other property, for the sum due to you thereon or for a greater sum and without 
retaining in your possession and control for delivery a like amount of similar securi- 
ties or commodities. 

6. Debit balances of the accounts of the undersigned shall be charged with 
interest, in accordance with your usual custom, and with any increases in rates 
caused by money market conditions, and with such other charges as you may make 
to cover your facilities and extra services. 

7. You are hereby authorized, in your discretion, should the undersigned die 
or should you for any reason whatsoever deem it necessary for your protection, 
to sell any or all of the securities and commodities or other property which may be 
in your possession, or which you may be carrying for the undersigned (either indi- 
vidually or jointly with others), or to buy in any securities, commodities or other 
property of which the account or accounts of the undersigned may be short, or 
cancel any outstanding orders in order to close out the account or accounts of the 
undersigned in whole or in part or in order to close out any commitment made in 
behalf of the undersigned. Such sale, purchase or cancellation may be made accord- 
ing to your judgment and may be made, at your discretion, on the exchange or 
other market where such business is then usually transacted, or at public auction 
or at private sale, without advertising the same and without notice to the under- 
signed or to the personal representatives of the undersigned, and without prior 
tender, demand or call of any kind upon the undersigned or upon the personal 
representatives of the undersigned, and you may purchase the whole or any part 
thereof free from any right of redemption, and the undersigned shall remain liable 
for any deficiency; it being understood that a prior tender, demand or call of any 
kind from you, or prior notice from you, of the time and place of such sale or*pur- 
chase shall not be considered a waiver of your right to sell or buy any securities 
and/or commodities and/or other property held by you, or owed you by the under- 
signed, at any time as hereinbefore provided. 

8. The undersigned will at all times maintain margins for said accounts, as re- 
quired by* you from time to time. 

9. The undersigned undertakes, at any time upon your demand, to discharge 
obligations of the imdersigned to you, or, in the event of a closing of any account 
of the undersigned in whole or in part, to pay you the deficiency, if any, and no 
oral agreement or mstructions to the contrary shall be recognized or enforceable. 

10. In case of the sale of any security, commodity, or other property by you 
at the direction of the undersigned and your inability to deliver the same to the 
purchaser by reason of failure of the undersigned to supply you therewith, then 
and in such event, the undersigned authorizes you to borrow any security, commod- 
ity, or other property necessary to make delivery thereof, and the undersigned 
hereby agrees to be responsible for any loss which you may sustain thereby and 
any premiums which you may be required to pay thereon, and for any loss which 
you may sustain by reason of your inability to borrow the security, co mm odity, 
or other property sold. 

11. At any time and from time to time, in your discretion, you may without 
notice to the undersigned, apply and/or transfer any or all monies, securities, 
commodities and/or other property of the undersigned interchangeably between 
any accounts of the undersigned (other than from Regulated Commodity Accounts). 

12. It is understood and agreed that the undersigned, when placing with you 
any sell order for short account, will designate it as such and hereby authorizes 
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you to mark such order as being ^^short/^ and when placing with you any order 
for long account, will designate it as such and hereby authorizes you to mark such 
order as being “long.” Any seU order which the undersigned shall designate as 
being for long account as above provided, is for securities then owned by the under- 
signed and, if such securities are not then deliverable by you from any account of 
the undersigned, the placing of such order shall constitute a representation by the 
undersigned that it is impracticable for him then to deliver such securities to you 
but that he will deliver them as soon as it is possible for him to do so without undue 
inconvenience or expense. 

13. In all transactions between you and the undersigned, the undersigned under- 
stands that you are acting as the brokers of the undersigned, except when you 
disclose to the undersigned in writing at or before the completion of a particular 
transaction that you are acting, with respect to such transaction, as dealeis for 
your own account or as brokers for some other person. 

14. Reports of the execution of orders and statements of the account of the 
undersigned shall be conclusive if not objected to in writing, the former within 
two days, and the latter within ten days, after forwardmg by you to the undersigned 
by mail or otherwise. 

15. Communications may be sent to the undersigned at the address of the 
undersigned given below, or at such other address as the undersigned may here- 
after give you in writmg, and all communications so sent, whether by mail, tele- 
graph, messenger or otherwise, shall be deemed given to the undersigned personally, 
whether actually received or not. 

16. Any controversy between you and the undersigned aiising out of or relating 
to this contract or the breach thereof shall be settled by arbitration, in accordance 
with the rules, then obtaining, of either the Arbitration Committee of the Chamber 
of Commerce of the State of New York, or the American Arbitration Association, 
or the Arbitration Comimttee of the New York Stock Exchange, as the undersigned 
may elect. If the undersigned does not make such election by registered mail 
addressed to you at your main office within five (5) days aftef receipt of notification 
from you requesting such election, then the undersigned authorizes you to make 
such election in behalf of the undersigned. Any arbitration hereunder shall be 
before at least three arbitrators and the award of the arbitrators, or qf a majority 
of them, shall be final, and judgment upon the award rendered may be entered 
in any court, state or federal, having jurisdiction. 

17. This agreement and its enforcement shall be governed by the laws of the 
State of New York and its provisions shall be continuous; shall cover individually 
and collectively aU accounts which the undersigned may open or re-open with you, 
and shall enure to the benefit of your present firm, and any successor firm or firms, 
irrespective of any change or changes at any time in the personnel thereof, for any 
cause whatsoever, and of the assigns of your present firm or any successor firm, 
and shall be binding upon the undersigned, and/or the estate, executors, adminis- 
trators and assigns of the undersigned. 

18. The undersigned represents that he is of full age; that no one except the 
undersigned has an interest in account or accounts of the undersigned with you; 
that the undersigned is not an employee of any exchange, or of any corporation 
of which any exchange owns a majority of the capital stock, or of a member of any 
exchange, or of a firm registered on any' exchange, or of a bank, trust company, 
insurance company or of any corporation; firm or individual engaged in the business 
of dealing, either as broker or as principal, in securities, bills of ^exchange, accept- 
ances or other forms of commercial paper. 
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Dated 

Customer 


(City) (State) Address 

Witness, 


We hereby accept the account, and agree to act as brokers upon the terms aiid 
conditions hereinabove stated. 


By 
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OPTION CONTRACTS 


PUT 


This contract must be presented to the Cashier of the firm it is endorsed by before 
the expiration of the exact time limit 

(It will not be accepted after it has expired and cannot be exercised by telephone) 


New York, 19 

For value received the bearer may deliver to the endorser on one day’s notice 
except last day when notice is not required- shares of the - 

stock of the 

dollars per share any time m 


days from date. 

All dividends for which transfer books close durmg said time go with the stock. 


Expires. 


—19 


Delivery accordmg to S.E. usage. 


CALL 

This contract must be presented to the Cashier of the firm it is endorsed by before 

the expiration of the exact time limit. . j u 4 . ^ 

(It will not be accepted after it has expired and cannot be exercised by telephone.) 

New York, 19- -- 

For value received the bearer may "CaU" on the endorser on one day’s notice 

except last day when notice is not required shares of the-— 

stock of the 

dollars per share any time m 

M^^d^de^s for which transfer books close during said tune go with the stock. 


Expires- 


-19- 


Delivery according to S.E. usage. 


-M. 
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INVITATION FOR BIDS ON SALE OF SECURITIES 


Sale of Secxjbities by 

THE CHESAPEAKE AND OHIO RAILWAY COMPANY 
Notice and Specifications 

(1) Pursuant to the regulations prescribed by the Interstate Commerce Com- 
mission in its Order of October 6, 1919, as amended October 4, 1920, in its Docket 
Ex Parte No. 54, The Chesapeake and Ohio Railway Company (hereinafter called 
the “Company^’) hereby requests bids for the purchase of $2,500,000 par amount 
of its Equipment Trust Certificates, to be known as “Chesapeake and Ohio Rail- 
way Second Equipment Trust of 1944, Serial Equipment Trust Certificates,^' 
having the folio wmg terms, provisions, and security: 

(a) The said Equipment Trust Certificates are to be issued under an Agreement 
to be dated July 15, 1944, between H. C. Strong and A, M. Waldron, Vendors, 
Continental Illinois National Bank and Trust Company of Chicago, Trustee, and 
the Company, whereunder the railroad equipment described in paragraph (b) is 
to be held by said Trustee m trust for the equal benefit of the holders of said Cer- 
tificates; 

(b) The said Equipment Trust Certificates are to be issued to provide, in part, 

funds required for the acquisition of 1,250 fifty-ton all-steel hopper cars, to cost 
approximately $3,213,850, which equipment will be leased by said Trustee to the 
Company by Lease to be dated July 15, 1944; ' 

(c) The said Equipment Trust Certificates will be of the aggregate principal 
amount of $2,500,000, will be dated July 15, 1944, will mature serially in equal 
annual installments from July 15, 1945, to July 15, 1954, both inclusive, and will 
be guaranteed as to principal and dividends by the Company. These certificates 
will bear dividend warrants at a rate per annum to be nanied by the successful 
bidder, payable January 15 and July 15 in each year. 

(2) The Company invites bids on the form available upon application at the 
office of the undersigned, and ail information required in said form must be sub- 
mitted. Each bid should specify the dividend rate to be borne by the certificates, 
which must be some multiple of one-eighth of one percent and must be the same 
for all maturities. No bid for less than 99 per cent of par plus accrued dividends 
from July 15, 1944, to the date of delivery, will be considered. 

(3) Each bid must be enclosed in a plain envelope securely sealed, bearing no 
indication of the name of the bidder or the amount of the bid, and shall be marked 
•“Bid under proposed Contract No. 3 for Chesapeake and Ohio Railway Second 
Equipment Trust of 1944, Serial Equipment Trust Certificates," and shall be 
addressed to the undersigned at his office at 3400 Terminal Tower, Cleveland 1, 
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OHo. M bids must be received on or before twelve o’clock noon, Eastern Standard 
Tune, July 13, 1944. Bids so received will be opened by the undersigned or in 
his absence, by A. M. Waldron, Assistant Treasurer of the Company, at said office 
immediately after twelve o’clock noon, Eastern Standard Time, July 13, 1944 

(4) All bids are to be submitted subject to the approval of the Interstate Com- 
merce Commission of the assumption by the Company of obligation and liability 
in respect of these certificates The Company reserves the right to reject any and 
all bids. Notice of acceptance of the most favorable bid, subject to the approval 
of the Interstate Commerce Commission, will be telegraphed to the successful 
bidder not later than three o’clock p.m.. Eastern Standard Time, July 13, 1944 

(5) Delivery of the Equipment Trust Certificates, in temporary or’ definitive 
form, wiU be made against payment in full therefor to Continental Illinois National 
Bank and Trust Company of Chicago, Trustee, at its principal office m the City 
of Chicago, State of Illinois, on such date as the Company may designate on five 
days’ notice to the successful bidder, such date of payment to be as soon as prac- 
ticable after the Interstate Commerce Conunission shall have authorized the as- 
sumption of obligation and liability by the Company in respect of said certificates 
and approved the bid or bids, but not later, however, than fifteen days after the 
date of such authorization and approval, and not earlier m any event than July 15, 
1944. If the Interstate Commerce Commission shall not have given its authoriza- 
tion and approval as aforesaid on or before August 15, 1944, then the successful 
bidder may withdraw the bid by delivering written notice of withdrawal to the 
Company not later than August 20, 1944. 

(6) Copies of the proposed form of Equipment Trust Agreement and Lease, 
and the form for submission of bids, are available upon application at the office 
of the undersigned. 

H. F. Lohmeyer, 

Secretary and Treasurer, 

The Chesapeake and Ohio Railway Company 

3400 Terminal Tower, 

Cleveland, Ohio. 

Dated: June 29, 1944. 

The Comptrollee of the State of New York 
Will Sell at His Office at Albany, New York 
March 1, 1944, at 12 : 30 o’clock p.m. 

$8,330,000 

Housing (Serial) Bonds 

OF THE 

State of New York 

Bonds will be issued in coupon form in the denominations of $1,000 and in regis- 
tered form in denominations of $1,000, 85,000, $10,000 and 850,000 at the option 
of the purchaser, will be dated March 2, 1944, and will mature 8170,000 annually 
on March 2 in each of the years 1946 to 1994, both inclusive, interest being payable 
semi-annually on September 2 and jHarch 2. The Comptroller leserves to the 
State the privilege of redeeming at par value and accrued interest, on March 2, 
1964, or on any interest payment date thereafter, all of such bonds then outstand- 
ing, or all of the* bonds of a single maturity beginning in the inverse order of their 
maturity, upon not less than thirty nor more than forty days’ notice thereof pub- 
lished in at least two daily newspapers printed in the City of New York and one in 
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the City of Albany. Interest shall cease to accrue on bonds called for redemptioUj 
from and after the date fixed for the redemption thereof. 

Principal and interest will be payable in lawful money of the United States 
of America, at the Bank of the Manhattan Company, New York City. The bonds 
may be registered as to principal and mterest. 

Said bonds will be issued under the provisions of Sections 2 and 3 of Article 18 
of the State Constitution, Chapter 946 of the Laws of 1939, as amended, and Sec- 
tion 60 of the State Finance Law, for the purpose of providing moneys out of which 
to make loans to cities, towns, villages and authorities for and in aid of low rent 
housing for persons of low income as defined by law, or for the clearance, replanning, 
reconstruction and rehabilitation of substandard and insanitary areas, or for both 
such purposes, and for recreational and other facilities incidental or appurtenant 
thereto. 

Bidders will be required to name the rate of interest which the bonds are to 
bear, not exceeding four per centum per annum, in a multiple of one-quarter or 
one-tenth of one per centum. Not more than a single rate of interest shall be named 
for the issue. 

Bidders may condition their bids upon the award to them of all but no part 
of the entire $8,330,000 bonds, and the highest bidder on the basis of '^all or none^^ 
will be the one whose bid figures the lowest interest cost to the State after deducting 
the amount of premium bid, if any. 

No bid will be accepted for separate maturities. Bidders shall state clearly in 
their proposals the amount and price for each $100 bid for, which will be deemed 
to include an equal face amount of bonds of each maturity based upon the multiples 
specified above. 

No bid will be accepted for less than the par value of the bonds and accrued 
mterest to the date of delivery, or unless accompanied by a deposit of money or by 
a certified check or bank draft upon a solvent bank or trust company of the City 
of Albany or New York, payable to the order of the '^Comptroller of the State 
of New York’' for at least two per cent of the par value of the bonds bid for. No 
interest will be allowed upon the good faith check. 

All proposals, together with the security deposits must be enclosed in a sealed 
envelope endorsed "Proposal for Bonds” and directed to the "Comptroller of the 
State of New York, Albany 1, N. Y.” 

Interim certificates will be issued pending the delivery of definitive bonds. Such 
certificates will be ready for delivery on or about March 2, 1944. 

The unqualified approving legal opinion of Nathaniel L. Goldstein, Attorney- 
General of the State, as to the legality of such bonds and interim certificates and 
the regularity of their issue, will be furnished to the successful bidder upon delivery 
of the interim certificates to him. 

The successful bidder or bidders will be required to pay for the bonds upon 
delivery of the interim certificates, by deposit in the Bank of the Manhattan Com- 
pany in the City of New York. ^ 

The Comptroller reserves the right to reject any or aU bids. 

Circulars descriptive of the bonds will be mailed upon application to Frank G 
Moore, State Comptroller, Albany 1, N. Y. 

Dated: February 23, 1944* 


/ 
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Acceptances, bank statement, 390 
Accounting method, industrial, 241 
Accounts payable, 314 
Accrued expenses, 314 
Accrued interest* 
corporate bonds, 107 
U. S government obligations, 201 
Accumulation: 
bond yield, 110 
securities, 97 
All or none bid, 137 
American rule, 168 
Amortization, 110 
Arbitrage: 
function, 99 
meaning, 97 
quasi-arbitrage, 98 
Assessed valuation* 
mumcipal bonds, 220 
state bonds, 209 
Assets: 

admitted, 409 

bank statement, 391 

fire insurance company statement, 407 

industnal statement, 268 

public utility statement, 267 

railroad statement, 266 

B 

Balance sheet: 
current assets, 266 
fixed capital, 270 
Bank deposits: 
analysis, 394 

deposits/capital funds, 395 
earmng assets/deposits, 397 
growth, 394 
Bank s^tement: 
assets, 391 
capital funds, 387 
cash, 391 
deposits, 388, 394 
endorsed acceptances, 390 
federal funds, 390 


Federal Reserve bank stock, 392 
letter of credit, 389 
habilities, 387 
loans and discounts, 392 
miscellaneous assets, 393 
miscellaneous liabihties, 390 
mortgage loans, 393 
net current operating earnings, 401 
real estate, 393 
security investments, 391 
sources of earnings, 386, 400 
Bank stock 
book value, 398 
earned per share, 398 
market value, 402 
net current operating earnings, 401 
sources of earnings, 400 
Bear raiding, 89 
Bonaparte v. Tax Court, 212 
Bondholder, nature of claim, 6 
Bonds: 

^‘and interest,^' 107 
bridge, 17 
callable, 25, 116 
classes, 6 

collateral trust, 10 
convertible, 20 
debenture, 13 
deed of trust, 6 
defimtion, 5 
defimtive, 15 
discount, 107 
equipment trust, 11 
features, 14 
guaranteed, 15 
income, 27 
interest payments, 5 
market pnce, 107 
mortgage, 7 
perpetual, 19 
premium, 107 
price, 108 
quotation, 84 
retirement, 23 
secured v unsecured, 14 
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Bonds: Continued 
senal, 19 
series, 19 
sinking fund, 23 
state, 206 
stock options, 19 
temporary, 14 
terminal, 17 
U. S government, 188 
with warrants, 22 
Bonds payable, 315 
Bond table: 
basis, 112 

constant penod rate, 113 
interpolation, 113 
uses, 113 

Book value, bank stock, 398 
Broker: 
definition, 54 
function, 77 
Brokerage orders: 
day, 79 
limit, 78 
market, 78 
odd-lot, 80 
open, 79 

Brown v, Spohr, 166 

C 

Callable bonds: 
definition, 25 
market value, 26 
yield, 116 

Call loan market, 87 
Capacity to pay: 

debt service /total revenue receipts, 210 
limitations, 221 
mumcipal bonds, 220 
net debt per capita, 209, 221 
net debt percentage, 208, 221 
state bonds, 207 
U. S. government, 197 
Capital, working, 308 
Capital funds, bank statement, 387 
Capital market: 
investment channels, 3 
new capital, 2 
refunding capital, 2 
sources of capital, 2 
sources of demand, 1 
Capital stock: 
industrial, 284 
public utility, 284 
railroad, 284 
Capital structure: 
definition, 352 
industrial, 355 
public utility, 354 
railroad, 353 


Capital surplus, 289 
Cash: 

bank statement, 391 
working capital, 316 
Caveat emptor, mumcipal bonds, 225 
Chisholm V. Georgia, 210 
Collateral trust notes: 
changes in collateral, 10 
defimtion, 10 
investment position, 11 
issuers, 11 

Commercial banks, investment policy, 174 
Commission rates, 118 
Common stock: 
classes, 40 

contractual hmitations, 44 
definition, 40 
dividends, 40, 380 
dividend continuity, 45 
dividend /earned, 381 
dividend policy, 41 
earned per share, 378 
form of dividend, 42 
price/earned, 381 
spht-up, 46 
surplus, 44 
Competitive bidding: 
municipal, 137 
pubhc utility, 138 
railroad, 137 

Competitive conditions, industrial, 239 
Conversion: 
parity, 121 
parity price, 123 
Convertible bonds: 
definition, 20 
market value, 20 
significance, 21 
Creditors v stockholders: 
net worth /net fixed assets, 356 
net worth/total debt, 356 
Credit transaction, margin purchase, 69 
Current assets: 
cash, 316 
industrial, 268 
inventory, 320 

inventory /current assets, 323 
hquidity, 316 
marketable securities, 316 
‘ public utility, 267 
railroad, 266 

receivables/current assets, 318 
valuation reserves, 300 
working capital, 266 
Current liabilities; 
accounts payable, 314 
accrued expenses, 314 
bonds payable, 315 
deferred income, 315^ 
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Current liabilities: Continued 
definition, 313 
dividends payable, 315 
federal taxes, 315 
industrial, 280 
notes payable, 313 
public utility, 280 
railroad, 280 
Current ratio: 
cash basis, 325 
definition, 312 
hquidity, 324 
significance, 313 

D 

Dealer: 
definition, 54 

over-the-counter market, 60 
significance of speciahzation, 61 
speciahzation, 61 
Debenture bond: 

covenant of equal coverage, 14 
defimtion, 13 
priority of claim, 13 
Debt: 

asset protection, 357 
net fixed assets/ funded debt, 357 
working capital/funded debt, 357 
Debt hmit, municipal bonds, 219 
Debt service, state bonds, 207 
Debt service/total revenue receipts, state 
bonds, 210 

Default record, state bonds, 211 
Deferred assets, 276 
Deferred income, 315 
Deficiency statement, 131 
Dehsting v. unhsted trading privilege: 
dehsting, 67 

unlisted trading privilege, 68 
Delivery: 
assignment, 83 
buy-in, 84 
cash, 81 
delayed, 82 
negotiability, 83 
regular, 82 
Deposits: 
analysis, 394 
bank statement, 388 
deposit /capital funds, 395 
earning assets /deposits, 397 
growth, 394 
Depreciation: 
aqtual, 337 
adequacy, 339 
annual, 337 
definition, 335 
industrial, 343 
maintenance, 336, 344 


public utihty, 342 
railroad, 339 
sigmficance, 338 
theoretical, 337 

Discounts, bank statement, 392 
Distnbution: 
meamng, 97 
mumcipal bonds, 228 
Diversification: 
fire insurance company, 408 
purpose, 182 
Dividends payable, 315 

E 

Earned per share, 377, 378, 398, 414 
Earned surplus, 289 
Equipment » 

maintenance /operating revenues, 333 
serviceable, 333 
Equipment trust obhgations: 
conditional sale plan, 12 
defimtion, 11 
investment position, 13 
lease plan, 12 
maturity, 11 

Exchange registration, 57 
Exhibit: 

fire insurance company statement, 411 
investment, 412 
surplus, 412 
underwriting, 411 
Expense ratio, 413 

F 

Farm Loan banks, 195 
Federal funds, bank statement, 390 
Federal government debt, 188 
Federal Home Loan banks, 196 
Federal Intermediate Credit banks, 196 
Federal National Mortgage Association, 
197 

Federal Reserve bank stock, bank state- 
ment, 392 

Federal Reserve Board, 69, 70, 86, 89 
Federal Securities Act, 1933: 
civil Labilities, 133 
purpose, 130 
registration, 130 
Federal taxes, 315 
Fields of analysis, 230 
Financial statements: 
analysis, 243 
annual report, 242 
interim reports, 243 
ratio analysis, 244 
Fire insurance company: 
earned per share, 414 
expense ratio, 413 
investment, 405 
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Fire insurance company; Continued 
investment policy, 177 
loss ratio, 413 

net underwriting profit/net premiums 
earned, 414 
operations, 404 
statements, 405 
types of insurance, 404 
imderwnting, 405 

Fire insurance company statement: 
admitted assets, 409 
assets, 407 
exhibits, 411 
investment exhibit, 412 
habihties, 406 
miscellaneous assets, 409 
reserves, 406 

security diversification, 408 
security valuation, 409 
surplus exhibit, 412 
underwriting exhibit, 411 
Fire insurance company stock: 
earned per share, 414 
earmngs after taxes, 415 
hquidating value, 410 
market value, 415 
sources of earnings, 415 
Fixed assets: 
fixed capital, 349 
industrial, 272 
investments, 273 
public utihty, 272 
railroad, 270 
valuation, 350 
valuation reserves, 298 
Fixed capital: 
fixed assets, 270, 349 
fixed capital/total assets, 347 
industrial, 349, 352 
plant/operating revenue, 351 
pubhe utility, 348, 351 
railroad, 347, 351 
Fixed charges: 

fixed charges /operating revenue or net 
sales, 374 

income available, 373 
industrial, 260 
pubhe utility, 259 
railroad, 259 
times earned, 374 
Flat: 

bond price, 108 
stock price, 116 
Franchises, public utility, 233 
Freight rates, railroads, 232 
Fund, reserve, 297 

Fundamental conditions, market, 165 
Funded debt: 
industrial, 281 


pubhe utility, 281 
railroad, 281 

G 

Give-up, 149, 151, 153 
Guaranteed bonds: 
bndge, 17 
defimtion, 15 
significance, 16 
terminal, 17 
Guaranteed stocks: 
definition, 48 
investment position, 49 

H 

Harvard College v. Armory, 168 

I 

Income: 

available for fixed charges, 373 
non-operating, 371 
Income bonds, 27 
Income statement: 
analysis, 360 
industrial, 250 
operating section, 249 
public utility, 249 
railroad, 249 
Industrial: 

accounting method, 241 

capital stock, 284 

capital structure, 355 

competitive conditions, 239 

current assets, 268 

current habihties, 280 

depreciation, 343 

fixed assets, 272 

fixed capital, 349, 352 

fixed charges, 260 

funded debt, 281 

income statement, 250 

investments, 275 

maintenance, 335 

management, 241- 

market served, 240 

miscellaneous assets, 279 

nature of industry, 240 

net income, 260 

net operating profit, 256 

non-operating income, 257 

operating expenses, 252 

operating ratio, 370 

reserves, 283 

sales, 250, 367 

surplus, 285, 295 

times fi^xed charges earned, 375 

total mcome, 258 

working capital, 309 



INDEX 


437 


Institutional investors, 166 
Intangible assets, 276 
Interest rates, 160 
Inventory 
cost, 322 

inventory /current assets, 323 
inventory /net sales, 323 
nature, 321 

net sales/inventory, 324 
valuation, 321 
Investment: 
bank statement, 391 
definition, 1 

fire insurance company, 405 
industrial, 275 
public utility, 274 
railroad, 273 
risk, 1 

Investment banking, function, 134 
Investment banking houses: 
buying department, 140 
classification, 134 
compensation of salesmen, 155 
function, 135 

supplementary functions, 154 
Investment exhibit, fire insurance com- 
pany statement, 412 
Investment factors: 
investment timing, 164 
marketability, 161 
rate of return, 159 
safety, 159 
tax position, 163 
Investment program, 166 
Investment tests: 
capacity to pay, 207 
state bonds, 207 

U S. government obhgations, 197 
wiUingness to pay, 210 
Investment timing, 164 
Investor: 
average, 178 

investment objective, 178 
investment pohcy, 178 
problem, 3 

selection of securities, 180 
supervision of fund, 182 

L 

Legal investment: 
individual investor, 178 
trustee, 167 

. Legal opinion, mumcipal bonds, 226 
Letter of credit, bank statement, 389 
Liabilities: 
bank, 38T. 
current, 313 

fire insurance company, 406 
Liebman v. Auto Strop Co., 40 


Life insurance company, investment pol- 
icy, 175 

Liquidating value, fire insurance com- 
pany, 410 

Listed V over-the-counter securities: 
inactive securities, 67 
hsted securities, 65 
over-the-counter securities, 66 
Loan crowd, 89 

Loans and discounts, bank statement, 392 
Loss ratio, fire insurance company, 413 

M 

Maintenance: 
defimtion, 328 
depreciation, 336, 344 
eqmpment, 333 
industrial, 335 
public utihty, 335 
railroad, 328, 333 
total, 3^4 

way and structures, 330 
Maloney Act of 1938, 65 
Management, industrial, 241 
Margin purchase: 
call loan, 87 
debit balance, 86 
due bill, 87 
equity, 86 

maintenance requirement, 87 
margin call, 88 
meaning, 85 
purpose, 85 
regulation, 86 
Regulation T, 70 

Securities Exchange Act of 1934, 69 
significance of Regulation T, 70 
Marketabihty, 161 
Marketable securities, 316 * 

Market served, industrial, 240 
Market value, fire insurance company 
stock, 415 

Matched orders, meaning, 71 
McCulloch V, Maryland, 200 
Miscellaneous assets: 
deferred assets, 276 
industrial, 279 
intangible assets, 276 
pubhc utility, 279 
railroad, 278 
sinking fund, 278 
Mortgage bond: 
after-acquired clause, 7 
closed end, 8 
defimtion, 7 
limited open end, 9 
open end, 9 
prior hen, 8 

senior and junior liens, 7 
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Mortgage loans, bank statement, 393 
Municipal bonds* 
analysis, 220 
bond matunties, 214 
caveat emptor, 225 
classes, 215 
debt limit, 219 
distribution, 228 
kinds of agencies, 214 
legality of issue, 225 
legal opimon, 226 
limitations, capacity to pay, 221 
market, 226 
net debt, 219 

overlapping tax districts, 222 
purposes of borrowing, 214 
rate of assessment, 223 
regular governmental umts, 214 
revenue bonds, 216 
special assessment bonds, 215 
statutory authorities, 214, 218 
tax districts, 214, 216 
tax position, 227 
tax rate, 224 
tax-rate limitation, 221 
willingness to pay, 224 


N 

ISTational Association of Securities Dealers, 
64 

National securities exchanges: 
function, 54 
groups of securities, 54 
New York Stock Exchange, 55 
Nature of industry, industrial, 240 
, Negotiation, over-the-counter market, 62 
Net debt, mumcipal bonds, 219 
Net debt per capita: 
municipal bonds, 221 
state bonds, 209 
Net debt percentage* 
mumcipal bonds, 221 
state bonds, 208 
Net income: 
defimtion, 376 
mdustnal, 260 
net income /net worth, 376 
net income/total assets, 376 
- public utihty, 260 
railroad, 260 
„ 'Net operating profit: 

' industrial, 256 
pubhc utility, 255 
‘ , railroad, 253 
‘ N®w capital, 2 
New issues: 

1 ' compensation of salesmen, 155 
■ " competitive bidding, 137 
, effective date, 144 


placement, 136 
private negotiation, 140 
pubhc offenng, 149 
pubhc utility, 235 
purchase agreement, 141 
purchase group agreement, 145 
railroads, 232 
selling group, 147 
sticky, 152 

supporting the market, 150 
New York Stock Exchange: 
listing, 55 
listing fees, 55 
membership, 57 
position, 57 

significance of listing, 56 
transfer facilities, 56 
Non-operating income: 
defimtion, 371 
industrial, 257 

non-operating income/total income, 373 
public utihty, 257 
railroad, 256 
Notes payable, 313 
Notes receivable, origin, 317 

O 

Odd-lot order: 
limit order, 81 
market order, 80 
meamng, 80 
significance, 81 
Open the books, 149 
Operating conditions, public utility, 234 
Operating expenses: 
industrial, 252 
public utility, 252 
railroad, 251 

Operating profit, definition, 371 
Operating ratio: 
defimtion, 367 
industnal, 370 
maintenance ratio, 369 
public utihty, 370 
railroad, 368 ^ 

transportation ratio, 368 
Operating revenue: 
per ton-mile, 363 
public utihty, 249, 364 
railroad, 249, 360 
sources, 361, 365 
sources of freight traffic, 361 
Options: 
call, 95 
function, 96 
market, 94 
meamng, 94 
price, 96 
put, 94 
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Options. Continued 
spread, 97 
straddle, 97 

Overlapping tax districts, municipal 
bonds, 222 

Over-the-counter market: 
dealers, 60 

dealer speciahzation, 61 
federal supervision, 64 
hsted V over-the-counter securities, 65 
National Association of Securities Deal- 
ers, 64 

National Quotation Bureau, 63 
nature, 59 
negotiation, 62 
quotations, 62 

significance of dealer specialization, 61 
P 

Perpetual bond, 19 
Plummer v. Coler, 201 
Pollack V, Farmers’ Loan and Trust Com- 
pany, 212 
Preferred stock: 
assets, 36 
classes, 38 
convertible, 35 
cumulative, 32 
dividend requirement, 31 
dividends, 31 
earned per share, 377 
participating, 33 
redeemable, 37 
significance, 39 

times dividend requirement earned, 377 
vetoing, 36 
voting, 36 
Price: 
bonds, 107 
flat, 108 ' 
stocks, 116 

Price maintenance, 146 
Price quotation: 
bond, 77 
stock, 77 
Prior lien bond, 8 
Prospectus: 
meamng, 132 
red hernng, 147 
Public Utility: 
capital stock, 284 
capital structure, 354 
current assets, 267 
current liabihties, 280 
depreciation, 342 
fixed assets, 272 
fixed capital, 348, 351 
fixed charges, 259 
franchise, 233 


funded debt, 281 
income statement, 249 
investments, 274 
maintenance, 335 
miscellaneous assets, 279 
net income, 260 
net operating income, 255 
new security issues, 235 
non-operating income, 257 
operating expenses, 252 
operating ratio, 370 
operating reveniie, 249, 364 
rate base, 236 
rate of return, 237 
rates, 236 
rate schedule, 238 
reports, 238 
reserves, 283 

sources of operating revenue, 365 

surplus, 285, 294 

times fixed charges earned, 375 

total income, 257 

worbng capital, 308 

Pubhc utility franchise: 
operating conditions, 234 
term, 233 

territory served, 235 

Public Utility Holding Company Act of 
1935, 69 

Purchase agreement: 
escape clauses, 144 
nature, 141 

selection of participants, 141 

Purchase group agreement: 
meamng, 145 
price mamtenance, 146 

Quick ratio, 324 ^ 

Quotation: 
bond, 84 

National Quotation Bureau, 63 
over-the-counter market, 62 

Railroad: ^ 

capital stock, 284 
capital structure, 353 
current assets, 266 
current liabihties, 280, 281 
depreciation, 339 
equipment, 333 
fixed assets, 270 
fixed capital, 347, 351 
fixed charges, 259 
freight rates, 232 
income statement, 249 
investments, 273 
maintenance, 328 

maintenance/operating revenues, 331 
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Railroad: Continued 
maintenance per mile of road, 331 
maintenance policy, 330 
maintenance ratio, 369 
miscellaneous assets, 278 
net income, 260 
net operating income, 253 
new security issues, 232 
non-operating income, 256 
operating expenses, 251 
operating ratio, 368 
operating revenues, 549, 360 
reports, 232 
reserves, 282 

revenue per ton-mile, 363 
serviceable eqmpment, 333 
sources of freight traffic, 361 
sources of operating revenues, 361 
surplus, 285, 293 
times fixed charges earned, 375 
total income, 257 
total maintenance, 334 
traffic density, 362 
transportation ratio, 368 
working capital, 308 
Rate base, public utility, 236 
Rate of return: 
investment, 159 
public utility, 237 
Rate schedule, pubhc utility, 238 
Ratios: 

'Cash and marketable secunties/current 
liabihties, 325 
cash/current habihties, 325 
current, 312 

deposits/capital funds, 395 
dividend/earned per share of common 
stock, 381 

earned per share of common stock, 378 
earned per share of preferred stock, 377 
earning assets/deposits, 397 < 
expense, 413 

fixed capital/total assets, 347 
fixed charges/operating revenue or net 
sales, 374 

inventory /current assets, 323 
inventory /net sales, 323 
loss, 413 

maintenance, 369 

maintenance/operating revenues, 331 
maintenance per mile of road, 331 
net current operating earmngs/capital 
funds, 401 

net current operating earnings/deposits 
and capital funds, 401 
net fixed assets/funded debt, 357 
net income/net worth, 376 
net income/total assets, 376 
net sales/inventory, 324 


net sales/receivables, 320 
net underwriting profit/net premiums 
earned, 414 

net worth/net fixed assets, 356 
net worth/total debt, 356 
non-operatmg income/total income, 373 
operating, 367 

plant/operating revenue, 351 
price /earned per share of common 
stock, 381 
quick, 324 

receivables/current assets, 318 
receivables /net sales, 319 
times fixed charges earned, 374 
times preferred dividend requirement 
earned, 377 

working capital /funded debt, 357 
Ratio analysis, 244 
Real estate, bank statement, 393 
Receivables. 

net sales/receivables, 320 
notes, 317 

receivables/ current assets, 318 
receivables/ net sales, 319 
valuation, 318 
Red herring prospectus, 147 
Refunding capital, 2 
Registration, 
listed securities, 58 
national securities exchanges, 57 
Registration fee, 120 
Registration statement: 
effective date, 144 
examination, 131 
meaning, 130 
Regulation, 230 
Reports: 

public utility, 238 
railroad, 232 
Reserves: 
analysis, 304 
classes, 298 
creation, 296 
definition, 295 
fire insurance company, 406 
fund, 297 
industrial, 283 
habihty, 302 
pubhc utihty, 283 
. railroad, 282 
surplus, 303 
valuation, 298 

Restrictions on debt, state, 206 
Revenue bonds, nature, 216 
Rights: 
definition, 124 
market, 125 
value, 125 
warrants, 125 
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Safety, 159 
Sales: 

industrial, 250, 367 
inventory /net sales, 323 
net sales/inventory, 324 
net sales /receivables, 320 
receivables /net sales, 219 
Savings banks, 169 
Secondary distribution: 
meaning, 102 
offering price, 103 
participation, 103 
position of dealer, 103 
significance, 104 
Security price manipulation: 

‘ Commission enforcement, 73 
Commission procedure, 74 
Commission rules, 73 
false information, 72 
inside information, 72 
matched orders and wash sales, 71 
Securities Exchange Act of 1934, 71 
Security registration, Secunties Exchange 
Act of 1934, 58 
Security transaction: 
cost, 118 
net proceeds, 119 
Selhng group: 
dealers, 148 
firm orders, 150 
preliminary prospectus, 147 
selling off the hst, 150 
subject orders, 150 
termination, 152 
Selling off the list, 150 
Serial bonds, quotation, 107 
Series bonds, 19, 107 
Short sale: 

basis of loan of stock, 90 
borrowed stock, 89 
covermg, 91 
meamng, 88 
restrictions, 89 
Sinkmg fund, 
definition, 23 
nature, 278 
payment, 23 
significance, 25 
use, 24 

Special assessment bonds, nature, 215 
Specialist: 
book, 92 
function, 93 
meaning, 92 
Special offering: 
commission, 100 
function, 101 
meaning, 99 


oversubscription, 101 
procedure, 99 
State bonds, 
assessed valuation, 209 
debt service, 207 
investment tests, 207 
position, 212 
restnctions on debt, 206 
state debt, 206 
state expenditures, 207 
State expenditures, nature, 207 
Statement, fire insurance company, 
405 

Statutory authority bonds, nature, 218 
Stock: 
bank, 398 
common, 39 
ex-dividend, 117 
flat, 116 
guaranteed, 48 
no par value, 30 
par value, 30 
preferred, 31 
underwriting,, 154 
yield, 117 

Stockholder, position, 30 
Stock pnce: 
market, 116 
ex-dividend, 117 
flat, 116 
Stock spht-up: 
methods, 46 
reasons, 46 
reverse spht-up, 48 
Stop order: 
execution, 91 
meaning, 91 

Securities and Exchange Commission, 
131 

technical position of market, 92 
uses, 91 

Supporting the market, 150 
Surplus: ^ 

adjustments, 290 
capital, 289 
classes, 288 
definition, 288 
dividends, 44 
earned, 289 
industrial, 285, 295 
public utility, 285, 294 
railroad, 285, 293 
reserves, 303 
uses, 290 

Surplus adjustments; 
current period, 291 
preceding period, 292 
Surplus exhibit, fixe insurance company, 
412 
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Take-down^ 149, 152 
Tax district bonds: 
investment position, 217 
nature, 216 
Tax position: 

importance to investor, 163 
mumcipal bonds, 227 
U. S government obligations, 200 
Tax-rate limitation: 
mumcipal bonds, 221 
state bonds, 211 

, Techmcal position, market, 165 
Territory served: 
public utility, 235 
railroad, 360 

Times fixed charges earned: 
calculation, 374 
Indus tnal, 375 
public utility, 375 
railroad, 375 

Times preferred dividend earned, 377 
Total income: 
mdustrial, 258 
public utility, 257 
railroad, 257^ 

Traffic density, 362 
Transfer tax, 120 
Trustee, 166 

Trust Indenture Act of 1939, 6 

Underwriting, fire insurance company, 405 
Underwriting exhibit, fire insurance com- 
pany, 411 

Uniform Stock Transfer Act, 83 
U, S. agency bonds: 

Farm Loan banks, 195 
Federal Home Loan banks, 196 
Federal Intermediate Credit banks, 196 
Federal National Mortgage Associa- 
tion, 197 

U. S. government obligations: 
accrued interest, 201 
adjustment service bonds, 193 
agency bonds, 195 
conversion bonds,* 193 
depositary bonds, 193 
features, 202 

federal government del^t,, 182 

gross debt, 189 ^ 

instrumentalities, 194 

investment tests, 197 ^ 

notes, 190 " ^ 

Panama bonds, 193 

postal savings bonds, 193 


savings bonds, 191 
savings notes, 193 
tax position, 200 
territorial bonds, 195 
treasury bills, 190 
treasury bonds, 189 
treasury certificates, 190 
U. S treasury bonds, 107 
Unhsted trading privilege, meamng, 56 

V 

Valuation: 

fire insurance company, 409 
fixed assets, 350 
inventory, 321 
receivables, 318 
Valuation reserves: 
current assets, 300 
definition, 298 
fixed assets, 298 

W 

Warrants: 
kmds, 22 
market value, 22 
Wash sales, meaning, 71 
Ways and structures, adequacy of mail 
tenance, 330 
Willingness to pay: 
default record, 211 
state bonds, 210 
tax-rate limitation, 211 
U. S. government, 198 
Working capital: 

causes of inadequate working capita 
310 

currentu assets, 266 
current ratio, 312 
defimtion, 308 
measurement, 311 
mdustrial, 309 
position, 311 
pubhc utility, 308 
railroad, 308 

Y 

Yield: 

approximate method, 110 

bond, 109 

bond table, 112 

callable bond, 116 

current, 110 

net to maturity, 110 

nominal, 110 

rate of return, 159 
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